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CHAPTER 2

2-000 Auditing Standards

2-001 Scope of Chapter

a. The term "audit" is used to refer to a
variety of types of evaluations of various
types of data by a person other than the
preparer of the data. There is no commonly
accepted definition of precisely what con-
stitutes an audit that can be assumed to
apply to all casesin which the term is used.
In order to be understood, the term "audit"
must be accompanied by an explanation (1)
of the type of data being evaluated; (2) for
data falling within the category of financial
information, the auditing standards fol-
lowed; and (3) if not otherwise implied by
the standards, of the purpose and scope of
work undertaken.

b. Auditing standards differ from audit
procedures discussed elsewhere in CAM
in that procedures relate to acts to be per-
formed, whereas standards deal with
measures of quality of the performance of
those acts and the objectives to be at-
tZLned by use of the procedures under-
taken.

c. Government auditing standards in-
clude audit policy statements of the Office
of Management and Budget and the Gen-
eral Accounting Office, especiadly those
codified in the Government Auditing Stan-
dards promulgated by the Comptroller
Genera (the Yellow Book). When the Yel-
low Book incorporates standards of the
American Institute of Certified Public Ac-
countants (AICPA) or other authoritative
body, these standards become government
auditing standards. It isimportant to under-
stand the various standards and how they
affect DCAA audits. Generally the Yellow
Book standards govern:

(1) the quality of the audit perform-
ance, including audit planning and super-
vision,

(2) the nature and extent of audit evi-
dence to be obtained by means of auditing
procedures, and

(3) the nature and content of audit re-
ports.

2-100 Section 1 --- Auditing Standards and DCAA Audits

2-101 Gover nment Auditing Standards
(GAGAYS)

a. By reference, DoD Directive 7600.2,
“Audit Policies,” dated February 2, 1991,
incorporates Government Auditing Stan-
dards (the “Yellow Book” developed and
published by the Comptroller General), and
also incorporates guidance issued by the
President's Council on Integrity and Effi-
ciency and the Inspector General of the
Department of Defense. These government
auditing standards are applicable to
DCAA.

b. The latest version of the Yellow
Book was published in 1994 and amended
in 1999. A copy is included in each
DCAA FAO library, and is available on
the GAO website,
http://www.gao.gov/govaud/ybk01.htm. It
identified two major divisions of audit,
financial and performance audits, and two

subcategories of each major category. The
GAGAS genera standards apply to both
financial and performance audits. They
are similar to AICPA general standards
and have been expanded to require con-
tinuing education and a quality control
program.

c. All audits begin with objectives, and
those objectives determine the type of audit
to be conducted and the auditing standards
to be followed. The types of audits, as
defined by their objectives, are classified as
financia audits or performance audits.
Financial audits include financial statement
and financial related audits. While GAGAS
classifies most government contract audits
as "financial related audits,” DCAA may
also occasionaly perform financial state-
ment audits. In addition, DCAA routinely
performs economy and efficiency audits
(operations audits) that fall under the per-
formance audit classification. The GAGAS

DCAA Contract Audit Manual



202
2-101

for each classification are to be followed in

DCAA audits as appropriate.

d. Financial statement audits. The
AICPA issues statements on auditing stan-
dards (SAS) that interpret its standards for
field work and reporting on financia
statement audits. Government auditing
standards for financial statement audits
incorporate the existing SAS by reference
(and any new SAS unless the General Ac-
counting Office excludes them by formal
announcement). In addition, the govern-
ment auditing standards for 1994, as
amended in 1999, add standards for mat-
ters of special concern in audits of gov-
ernment financial statements. The supple-
mental government fieldwork standards
applicable to financia statement audits
require auditors to:

» Follow-up on significant findings and
recommendations from previous au-
dits (GAGAS 4.10).

» Design the audit to detect material non-
compliances with the provisions of
contracts or grant agreements.
(GAGAS4.13).

* Include sufficient information in the
working papers to enable an experi-
enced auditor having no previous con-
nection with the audit to ascertain the
evidence supporting significant con-
clusions and judgments (GAGAS
4.35).

» Design the audit to provide reasonable
assurance about compliance with laws
and regulations (GAGAS 4.15).

e. Financia related audits. The AICPA
issues statements on standards for attesta-
tion engagements (SSAES) that interpret
standards for field work and reporting on
atestation engagements. AT 1.01 states,
"An attestation engagement is one in which
[an auditor] is engaged to issue or does
issue an examination, a review, or an
agreed-upon procedures report on subject
matter, or an assertion about the subject
matter, that is the responsibility of another
party." Government auditing standards for
financia related audits incorporate SAS
nos. 62, 70, 74, and 75 and SSAE nos. 1, 2,
3, 4, and 9. New SSAEs are incorporated
unless the General Accounting Office ex-
cludes them by forma announcement
(SSAE nos. 1 through 9 have been super-
ceded by SSAE no. 10). The specific field

January 2003

work and reporting standards applicable to
financial related audits are identified in
GAGAS 4.39-4.40 and 5.36-5.37 respec-
tively. The government reporting standards
for financia related audits require that

audit reports:
» Follow applicable AICPA reporting
standards.

+ State that the audit was made in accor-
dance with generally accepted gov-
ernnr)lent auditing standards (GAGAS
5.11).

» Be submitted in writing to the appropri-
ate officials of the organizations re-
quiring or arranging for the audits,
other officials with oversight author-
ity, and the auditee (GAGAS 5.32).

e Adapt other standards in GAGAS
Chapter 5 as appropriate. DCAA has
chosen to follow certain financia
statement reporting standards in its fi-
nancial related audit reports, includ-

ing:

» Either describe the scope of tests of
compliance with laws and regulations
and control risk assessments that im-
pact the audit or refer to separate re-
port(s) containing that information
(GAGAS5.15).

» Report significant internal control defi-
ciencies and noncompliances
(GAGAS 5.26), and in certain in-
stances report fraud or illegal acts di-
rectly to external parties other than the
requestor (GAGAS 5.22).

f. Performance audits (see 2-105) are
subject to the fieldwork standards in
GAGAS Chapter 6 and reporting standards
in GAGAS Chapter 7. Reporting standards
include:

* Reporting the audit objectives and
scope (GAGAS 7.10).

* Reporting significant audit findings
and, where applicable, auditors con-
clusions (GAGAS 7.17).

» Reporting recommendations for actions
to correct problem areas and to im-
prove operations (GAGAS 7.21).

* Reporting the views of responsible offi-
cias (GAGAS 7.38).

* Reporting noteworthy management
accomplishments (GAGAS 7.43).

g. Fieldwork and reporting require-
ments for financia related and perform-
ance audits are implemented through CAM
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guidance supplemented by the Audit Plan-
ning and Performance System (APPS),
standard audit programs and internal con-
trol matrices, and standard audit report
paragraphs appearing in 10-200 (general),
the balance of Chapter 10 (reports on spe-
cific types of audit), and in the audit report
shells appearing within APPS and on the
FAODIIS.

2-102 AICPA Auditing Standards

a. Generaly accepted auditing stan-
dards ("GAAS') refer to the auditing
standards approved and adopted by the
membership of the American Institute of
Certified Public Accountants (AICPA).
The standards are oriented toward inde-
pendent audits of financia statements. In
order to report that an audit was per-
formed under GAAS, an auditor must be
licensed by a state board of accountancy
or, with limited exceptions, must be em-
ployed by a firm which is so licensed.
DCAA is not authorized to state that its
audits have been performed under GAAS.
As noted above, the Yellow Book incor-
porates the GAAS fieldwork and report-
ing standards in its guidance for financial
statement audits and requires that the
report state that it was performed in ac-
cordance with generally accepted gov-
ernment auditing standards.

b. The AICPA, through its Auditing
Standards Board, has also issued an exten-
sive series of interpretations of its stan-
dards (referred to as Statements on Audit-
ing Standards (SAS)), which independent
public accountants (IPASs) are expected to
follow in order to comply with GAAS. A
codification of the SAS isin each DCAA
field audit office library. New SAS are
published in the Journal of Accountancy at
the time of issuance, and the SAS are peri-
odicaly recodified. The AICPA aso pub-
lishes "audit guides" to provide relatively
specific guidance for the audit of compa
nies in certain specialized industries such
as banking, investment companies, finance
companies, etc. Of special interest to
DCAA auditors is the Guide for Audits of
Federa Government Contractors, most
recently updated in May 1996. The guideis
tailored for an audit pursuant to GAAS of
complete financial statements of contrac-
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tors prepared in accordance with Generally
Accepted Accounting Principles (GAAP).
This guide is in wide use among IPAs pro-
viding services under the Single Audit Act
(see 13-103). It addresses many of the
same internal control and compliance is-
sues of concern to DCAA auditors. This
guide is supplemented periodically with an
AICPA pamphlet entitled "Audit Risk
Alerts—-Audits of Federal Government
Contractors.” A copy of the guide and the
annual audit alerts are included in each
DCAA field audit office library.

2-103 AICPA Attestation Standards

a As discussed in 2-101 above, the
Yellow Book has adopted many of the
AICPA's Statements on Standards for At-
testation Engagements (SSAES) as appro-
priate guidance for perfomance of financia
related government audits.

b. An attest engagement is defined in the
Yellow Book and the SSAEs as "one in
which [an auditor] is engaged to issue or
does issue an examination, a review, or an
agreed-upon procedures report on subject
matter, or an assertion about the subject
metter, that is the responsibility of another
party." In reporting on an attestation en-
gagement, it is very important to identify the
assertion, which may be certified (incurred
cost submission), explicit (price proposals,
certified or not) or implicit (by submitting a
written invoice, the contractor asserts it has
complied with applicable laws and regula
tions; by submitting price proposdls, the
contractor implicitly asserts that its systems
are adequate to support government re-
quirements).

c. These attestation standards define
different levels of assurance in relation to
the auditor's opinion or conclusions.

(1) An "examination" is the highest
level of assurance, i.e., the audit objective
is to gather sufficient evidence to reduce
attestation risk to its lowest level, thereby
supporting a positive opinion. In the con-
tract audit environment, evaluations of
complete submissions (price proposals,
claims, and overhead rate proposals) that
are not subject to scope limitations are
“examinations.” Additionally, the auditor
may examine sufficient evidence to support
a positive opinion for the audit of a “parts
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of aproposa” while disclaiming an overall
opinion (see 10-305).

(2) A "review" involves a moderate
level of assurance, i.e., the work performed
is less than an examination. The auditor
gathers only enough evidence to reduce
attestation risk to a moderate level, there-
fore the auditor would not provide a posi-
tive opinion, but would give negative as-
surance based on the work performed. For
example, the auditor may examine suffi-
cient evidence to provide negative assur-
ance on the desk review of alow risk non-
major incurred cost submission (see 10-
506). Auditors are precluded from giving
negative assurance if (a) the auditor con-
cludes that an examination cannot be per-
formed because competent persons, under
similar conditions, would not obtain con-
sistent results; (b) the evaluation expresses
an opinion on internal controls; or (c) the
evaluation expresses an opinion on com-
pliance with laws and regulations.

(3) Application of agreed-upon proce-
dures--When the requestor limits the
scope of an audit assignment, the evalua-
tion will ordinarily be performed as an
application of agreed-upon procedures. |If
the scope has been limited by mutual
agreement between the auditor and the
requestor, the auditor must disclam an
opinion (see 10-1000).

d. The attestation standards are a natu-
ral extension of the GAAS to financia
related audits. They deal with the need for
technical competence, independence in
mental attitude, due professiona care,
adequate planning and supervision, suffi-
cient evidence, and appropriate reporting.
The different performance levels give the
auditor considerable flexibility to tailor
the engagement to the needs of the report
user.

e. The AICPA attempts to reserve the
words "audit” and “"auditor" to financial
statement audits. The attestation standards
convert the terminology above ("examina
tion," "review," and "application of agreed-
upon procedures') to verbs to describe the
process which generates a report and refer
to auditors as "practitioners." They no
longer refer to an evaluation affording the
highest level of assurance interchangeably
as an "examination" or an "audit." The
AICPA terminology is appropriate when
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discussing the report to be issued on a spe-
cific engagement. However, DCAA audits
are covered by the Yellow Book, which
continues to use the "audit" and "auditor"
terminology. Any professional engagement
performed by a DCAA "auditor" (not
"practitioner") is an "audit." DCAA will
continue to use "audit" to apply to all work
performed. DCAA will use specific termi-
nology in the reporting language for audits
requiring different levels of assurance (i.e.,
an examination, a review, or an application
of agreed-upon procedures).

2-104 Types of Financial Related
Evaluations

Type of Type of Type of Report
Evaluation Assurance Statement
Examina- Positive Unqualified,
tion Qualified, or
Adverse Opinion
Review Negative Unqualified,
Quialified, or
Adverse State-
ment
Agreed- None Disclaimer of
Upon Pro- Opinion
cedures

a. Positive assurance. In an evaluation
designed to provide the highest level of
assurance on an assertion (an examina
tion), the auditor's objective is to accumu-
late sufficient evidence to limit attestation
risk to a level that is, in the auditor's
judgment, appropriately low for the high
level of assurance that is imparted by the
audit opinion. In such an evaluation, the
auditor should select, from among all
available procedures that assess inherent
and control risk and can limit detection
risk, any combination that can limit at-
testation risk to an appropriately low
level.

b. Negative assurance. In a limited as-
surance engagement (a review), the objec-
tive is to accumulate sufficient evidence to
reduce attestation risk to a moderate level.
Procedures performed are generally limited
to inquiries and analytical procedures,
rather than including search and verifica-
tion procedures. When inquiry and analyti-
cal procedures:
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(1) cannot be performed, the auditor
should substitute other procedures which
will yield the desired level of assurance;

(2) are deemed less efficient than other
procedures, the auditor should choose the
more efficient procedures;

(3) yield evidence indicating that the
assertion may be incomplete or inaccurate,
the auditor should perform additional pro-
cedures.

¢. Unqualified, qualified and adverse
findings. When an examination or review
determines that the assertion is both com-
plete and accurate, the report findings will
be unqualified, giving positive assurance
(if an examination was performed) or
negative assurance (if a review was per-
formed). When the audit determines that
the assertion is incomplete or inaccurate,
the auditor must issue either a qualified or
adverse opinion, depending on the nature
and pervasiveness of the audit excep-
tion(s) (If the evaluation was a review, the
same is true but the results of review are
not referred to as an "opinion"). If neither
an examination nor a review was per-
formed, only a disclaimer of opinion may
be provided.

d. Disclaimer of Opinion. When the
auditor performs an application of agreed-
upon procedures engagement (see 10-
1000), the resulting report must disclaim an
opinion because of the limitations on the
audit scope. This is true even when the
auditor has recommended the procedures to
be applied and the requestor has merely
agreed that the proposed procedures will
provide enough information for the re-
questor's purpose. Agreed-upon procedures
must be established in advance of the field
work. If, in the course of an examination or
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review, the auditor encounters a scope limi-
tation (see (10-210.3), the evaluation may
not be converted to an application of
agreed-upon procedures in order to issue a
disclaimer of opinion. In such a case, the
auditor must issue a qualified or adverse
opinion.

2-105 Performance Audits

a Under GAAS, an auditor is not re-
quired to evaluate, per se, the reasonable-
ness of business operating decisions or
matters of management and operational
efficiency that directly impact operating
costs. Government auditing standards for
performance audits require the auditor to
consider such matters. Performance audits
include economy and efficiency audits and
program audits.

b. Economy and efficiency audits
(GAGAS 2.7a) are designed to determine;

(1) whether the entity is acquiring, pro-
tecting, and using its resources (such as
personnel, property, and space) economi-
caly and efficiently;

(2) the causes of inefficiencies or un-
economical practices; and

(3) whether the entity has complied
with the laws and regulations concerning
matters of economy and efficiency.
Operation type audits performed by DCAA
fall into this category.

c. Program audits (GAGAS 2.7b) are
designed to determine the extent to which
the desired results established by the legis-
lature are being achieved and the effective-
ness of organizations or programs. Program
audits are ordinarily performed by over-
sight agencies such as the DoDIG and the
GAO.
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2-200 Section 2 --- General Standards

2-201 Introduction

This section explains the "general stan-
dards' element of government auditing
standards for conducting audits. General
standards relate to the qualifications of the
staff, the audit organization's and the indi-
vidua auditor's independence, the exercise
of due professional care in performing the
audit and in preparing related reports, and
the presence of quality controls.

2-202 Staff Qualifications (GAGAS 3.3)

The staff assigned to conduct the audit
should collectively possess adequate pro-
fessional proficiency for the tasks required.

a. This standard requires that those as-
signed to the job collectively have the
skills necessary for the task at hand; their
guaifications should be commensurate
with the scope and complexities of the
assignments. Audits vary in purpose and
scope. Some require an opinion on the
adequacy of financia representations; oth-
ers an opinion on compliance with specific
laws, contractual provisions, and other
requirements; others require audits of effi-
ciency and economy of operations; and still
others require some or al of these ele-
ments. Since audits frequently require a
wide variety of skills, an auditor may need
technical assistance from other disciplines
such as legal, engineering, and produc-
tion/quality control. The auditor should
make arrangements to secure any needed
technical assistance from the ACO/plant
representative or responsible acquisition
agency.

b. The effectiveness of contract audits
is governed in large measure by the caliber
and training of the person or persons per-
forming the work. The auditor is expected
to have acquired through continuing educa-
tion, training and experience the ability to
plan; to devise and apply effective audit
procedures; to determine facts; to make
reasonabl e judgments and decisions; and to
prepare objective and effective reports.

¢. The continuing education and train-
ing may include such topics as current de-
velopments in audit methods, accounting,
assessment of internal controls, principles

of management and supervision, financial
management, statistical sampling, evalua-
tion design, and data analysis. It may also
include subjects related to the auditor's
field of work, such as public administra-
tion, public policy and structure, industrial
engineering, economics, social sciences,
and computer science.

d. GAGAS 3.6 and DCAA require all
audit staff members to complete 80 hours
of professiona training or development
during each two-year reporting period. At
least 20 of the 80 hours of training must be
completed in each fiscal year. These hours
of training are referred to as continuing
professional education (CPE) credits, and
the terms training and education are used
interchangeably.

e. Continuing professional education is
a shared responsibility of Headquarters and
the regions; however, the primary respon-
sibility resides with the individual supervi-
sors and staff members. DCAA staff must
have satisfied the CPE reguirement to meet
the government auditing standards underly-
ing audit planning, directing, conduct, and
reporting. The specific responsibilities of
al parties are defined in the DCAA Per-
sonnel Management Manua, DCAAM
1400.1.

f. These standards do not exclude the
use of auditors in a training status, as long
as trainees are assigned duties commensu-
rate with their experience and capabilities
and are adequately supervised. Proper su-
pervision of the work done by trainees will
contribute to their development and skill
and should assure maintenance of accept-
able standards.

2-203 Independence (GAGAS
Amendment No. 3)

In al matters relating to the audit work,
the audit organization and the individual
auditor, whether government or public,
should be free both in fact and appearance
from personal, external, and organizational
impairments to independence.

a. As an employee of DCAA, the con-
tract auditor's primary responsibility is to
protect the interests of the government.
However, the auditor's effectiveness de-
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pends on the ability to develop and evau-
ate facts and arrive at sound conclusions
objectively (based on unbiased judgments)
and independently (not subject to influence
or control by others). The matter of inde-
pendence and objectivity also requires that
the auditor not identify so closely with
contractor personnel that practices or deci-
sions of the contractor go unexamined or
are examined only cursorily.

b. Each auditor has an obligation to
refrain from entering into any relationship
(financial, social, or other) with contractors
and their officers and employees which
would impair his or her objectivity or re-
flect discreditably on him/her or the DoD.
It is essentia that the auditor observe the
prescribed Joint Ethics Regulations (DoD
5500.7-R) to ensure compliance with the
ethical standards demanded of all public
servants.

c. To comply with the standard, an
auditor should avoid situations that could
lead reasonable third parties with knowl-
edge of the relevant facts and circum-
stances to conclude that the auditor is not
able to maintain independence and, thus, is
not capable of exercising objective and
impartial judgment on all issues associated
with conducting and reporting on the work.
In this connection, there are three general
classes of impairments that the auditor
should consider: personal, external, and
organizational. If one or more of these
impairments affect an auditor’s capability
to perform the work and report impartially,
that auditor should either decline to per-
form the work, or in those situations in
which the government auditor because of a
legislative requirement or for other reasons
cannot decline to perform the work, the
impairment(s) should be reported in the
scope section of the audit report.

2-203.1 Personal I mpairments.

a. Personal impairments result from
relationships and beliefs that might cause
an auditor to limit the extent of the inquiry,
limit disclosure, or weaken audit findings
in any way. Auditors are responsible for
notifying the appropriate officials within
DCAA if they have any persona impair-
ments to independence. Examples of per-
sonal impairments of individual auditors
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include, but are not limited to, the follow-
ing:

(1) immediate family or a close family
member who is a director or officer of the
audited entity, or as an employee of the
audited entity, is in a position to exert di-
rect and significant influence over the en-
tity or the program under audit (immediate
family member is a spouse, spouse equiva-
lent, or dependent (whether or not related),
a close family member is a parent, sibling,
or nondependent child);

(2) financial interest that is direct, or is
significant/material though indirect, in the
audited entity or program;

(3) responsibility for managing an
entity or for decision-making that could
affect operations of the entity or program
being audited, for example as a director,
officer, or other senior position of the
entity, activity, or program being audited,
or as a member of management in any
decision-making, supervisory, or ongoing
monitoring function for the entity, activ-
ity, or program under audit (The auditor’s
independence is impaired if the auditor
performed nonaudit services for a con-
tractor that affect information that is the
subject of audit and management does not
take responsibility for this information.
The auditor needs to be free from this
persona impairment for the period cov-
ered by the audit, and for the period in
which the audit is being performed and
reported.);

(4) concurrent or subsequent perform-
ance of an audit by the same individual
who maintained the official accounting
records (specifically, when such services
involved preparing source documents or
originating data; posting transactions; au-
thorizing, executing, or consummating
transactions; maintaining an entity’s bank
account or having custody of the audited
entity’s funds; or exercising or having au-
thority on behalf of the entity);

(5) preconceived ideas toward individu-
als, groups, organizations, or objectives of
a particular program that could bias the
audit;

(6) biases, including those induced by
political or social convictions, that result
from employment in, or loyalty to, a par-
ticular group, organization, or level of gov-
ernment; and
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(7) seeking employment with an audited
organization during the conduct of the au-
dit.

b. Audit organizations should include
as part of their internal quality control sys-
tem requirements to identify personal im-
pairments and determine compliance with
GAGAS independence requirements. At a
minimum, audit organizations should:

e establish policies and procedures that
will enable the identification of per-
sona impairments to independence,
including whether performing
nonaudit services affects the subject
matter of audits and applying safe-
guards to appropriately reduce that
risk;

e communicate the audit organization's
policies and procedures to all auditors
in the organization and ensure under-
standing of requirements through
training or other means such as audi-
tors acknowledging their understand-
ing periodically;

e establish internal policies and proce-
dures to monitor compliance with the
audit organization’s policies and pro-
cedures;

e establish a disciplinary mechanism to
promote compliance with the audit or-
ga(r]ization’s policies and procedures;
an

e stress the importance of independence
and the expectation that auditors will
always act in the public’ s interest.

DCAA'’s current system to comply with

these requirements is described in 2-S10.

c. GAGAS, Amendment No. 3, Section
3.14 states that in using the work of a spe-
cialist, auditors need to consider the spe-
ciaist as a member of the audit team and,
accordingly, assess the specialist’s capabil-
ity to perform the work and report the re-
sults impartially. [Specialists to whom this
section applies include, but are not limited
to, actuaries, appraisers, attorneys, engi-
neers, environmental consultants, medical
professionals, statisticians, and geologists.
This section also applies to external con-
sultants and firms performing work for the
audit organization]. In conducting this as-
sessment, auditors should provide the spe-
cialist with the GAGAS independence re-
guirements and obtain representations from
the specialist regarding their independence
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from the activity or program under audit. If
the specialist has an impairment to inde-
pendence, the auditor should not use the
work of that specialist. In obtaining repre-
sentations from specialists employed by
DCAA follow the guidance in 2-S10. Rep-
resentations from specialists externa to
DCAA should be in accordance with
GAGAS 3.14.

d. When the audit organization identi-
fies a persona impairment to independ-
ence, the impairment needs to be resolved
in atimely manner. In situations where the
personal impairment is applicable only to
an individual auditor on a particular as-
signment, the audit organization may be
able to mitigate the personal impairment by
requiring the auditor to eliminate the per-
sonal impairment. For example, the auditor
could sell a financia interest that created
the persona impairment, or the audit or-
ganization could remove that auditor from
any work on that audit assignment. Audi-
tors participating in the audit assignment,
including those who perform review of a
report, and all others within the audit or-
ganization who can directly influence the
outcome of the audit, need to be free from
personal impairments. If the persona im-
pairment cannot be mitigated, the audit
organization needs to withdraw from the
audit. In situations in which government
auditors cannot withdraw from the audit
because of a legidlative requirement or for
other reasons, the impairment should be
reported in the scope section of the audit.

e. Nonaudit servicess GAGAS,
Amendment No. 3, Sections 3.18 through
3.26 contain guidance for audit organiza-
tions that provide nonaudit services. Audit
organizations may perform nonaudit ser-
vices that do not violate two overarching
principles:

(1) they should not provide nonaudit
services that involve performing manage-
ment functions or making management
decisions; and

(2) they should not audit their own
work or provide nonaudit services in situa-
tions where the nonaudit services are sig-
nificant to the subject matter of audits.
DCAA'’s only potential nonaudit services
consist of routine advice and recommenda-
tions to the audited entity on improving
operations, which do not impair the audi-
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tor’'s independence. Auditors may partici-
pate on committees or task forces in a
purely advisory capacity to advise entity
management on issues related to the
knowledge and skills of the auditor without
impairing their independence (see 1-800).
However, auditors should not make man-
agement decisions or perform management
functions. For example, auditors can pro-
vide routine advice to the audited entity
and management to assist them in activities
such as establishing internal controls or
implementing audit recommendations, can
answer technical questions, and/or provide
training. The decision to follow the audi-
tor’'s advice remains with management of
the audited entity. These types of interac-
tions are normal between the auditor and
the management of the audited entity given
the auditor’'s technical expertise and the
knowledge the auditor gains of the audited
entity’s operations. An auditor may also
provide tools and methodologies, such as
best practice guides, benchmarking studies,
and internal control assessment method-
ologies that may be used by management.

2-203.2 External | mpairments.

a. Externa impairments to independ-
ence occur when an auditor is deterred
from acting objectively and exercising pro-
fessional skepticism by pressures, actual or
perceived, external to the audit organiza-
tion, such as from management and em-
ployees of the audited entity or oversight
organizations. In the DCAA environment,
some of the externa factors that can re-
strict the audit or infringe on the auditor's
ability to form independent and objective
opinions and conclusions include:
procurement or contracting officers’ inter-
ference in the scope and character of the
audit that could modify audit results; denial
of access to sources of information such as
books, records, and supporting documents
or officials and employees of the contractor
under audit; externa interference in the
assignment of personnel to the audit task;
actions by contractors significantly influ-
encing the auditor's judgment regarding the
content of the audit report; and unreason-
able restrictions on the time alowed to
competently complete the audit assign-
ment.
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b. An audit organization’s internal qual-
ity control system for compliance with
GAGAS independence  requirements
should include internal policies and proce-
dures for reporting and resolving external
impairments (see 2-S10).

2-203.3 Organizational | mpairments.

Government audit organizations' capa-
bility to perform the work and report the
results impartially can be affected by their
place within government and the structure
of the government entity to which the audit
organization is assigned to audit. Govern-
ment auditors can be presumed to be free
from organizational impairments to inde-
pendence when reporting externally to
third parties if their audit organization is
organizationally independent from the au-
dited entity. To achieve maximum inde-
pendence, auditors and their audit organi-
zations not only should report to the high-
est echelon within their governmental
component but should be organizationally
independent. DoDD 5105.36 (see Supple-
ment 1-1S1) established DCAA as an in-
dependent agency of DoD; accordingly, an
environment exists where DCAA can func-
tion in an independent, objective manner in
performing its contract audit services.

2-204 Due Professional Care (GAGAS
3.26)

a. Due professional care should be
used in conducting the audit and in pre-
paring related reports. Due professional
care imposes a duty on each professional
within an audit organization to observe
generally accepted government auditing
standards.

b. The matter of due professional care
concerns what the auditor does and how
well he or she does it. For example, due
professional care in the matter of working
papers requires that their content support
the auditor's opinion. Due professional
care means using sound professional
judgment in establishing the scope, select-
ing the methods, and choosing tests and
procedures for the audit.

c. Every auditor assumes the duty to
exercise such skill as he or she possesses,
with reasonable care and diligence. The
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auditor must be fully aware of the purpose
of the audit and be mentally alert, inquisi-
tive, and responsible while performing the
tests and procedures and in evaluating and
reporting the audit results. However, be-
cause no auditor can guarantee that the
audit will be performed without fault or
error, exercise of due professional care
guarantees good faith and integrity, not
infallibility.

d. Audit assignments and supervision
should be commensurate with the auditor’s
level of knowledge, skill and ability. Final
responsibility for audit quality rests with
the supervisory auditor and FAO manager,
who are expected both to know the relevant
accounting and auditing standards and to
familiarize themselves with significant
aspects of the contractor and submission
being evaluated. Responsibility for as-
signment of audits to field auditors rests
with the supervisor.

e. Due professiona care requires the
auditor to exercise professional skepticism.
Professional skepticism is an attitude that
includes a questioning mind and a critica
assessment of audit evidence. The auditor
uses his or her knowledge, skill, and ability
to diligently perform the gathering and
objective evaluation of evidence.

f. Gathering and objectively evaluating
audit evidence requires the auditor to con-
sider the competency and sufficiency of the
evidence. Since evidence is gathered and
evaluated throughout the audit, profes-
sional skepticism should be exercised
throughout the audit process.

g. The auditor neither assumes that
management is dishonest nor assumes un-
guestioned honesty. In exercising profes-
sional skepticism, the auditor should not be
satisfied with less than persuasive evidence
because of a belief that management is
honest.

h. The exercise of due professiona care
provides reasonable assurance that the con-
tractor’s representations are free of mate-
rial misstatement, whether caused by error
or fraud. Absolute assurance is not attain-
able because of the nature of audit evi-
dence and the characteristics of fraud.
Therefore, an audit conducted in accor-
dance with generally accepted government
auditing standards may not detect a mate-
rial misstatement. The audit objective is to
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obtain sufficient competent evidential ma-
terial to provide a reasonable basis for
forming an opinion. Audit evidence which
is obtained by selective testing of the data
being audited involves judgment both re-
garding the areas to be tested and the na-
ture, timing, and extent of the tests to be
performed.

i. Some contractor representations con-
tain accounting estimates, the measurement
of which is inherently uncertain and de-
pends on the outcome of future events.
The auditor exercises professiona judg-
ment in evaluating the reasonableness of
accounting estimates based on information
that could reasonably be expected to be
available prior to a specified date, such as
the contractor’s certified cost or pricing
data. The auditor often must rely on evi-
dence that is persuasive rather than con-
vincing.

j. Because of the characteristics of
fraud, particularly those involving con-
cealment and falsified documentation, a
properly planned and performed audit may
not detect a material misstatement, espe-
cialy when documentary evidence has
been falsified or when an intentional mis-
statement has been concealed through col-
lusion of knowledgeable parties.

2-205 Quiality Control (GAGAS 3.31)

Each audit organization conducting
audits in accordance with these standards
should have an appropriate internal quality
control system in place and undergo an
external quality review.

a. A strong, well-documented interna
quality control system has been in place
within DCAA since itsinception.

(1) Key elements of the system are de-
scribed throughout this manual and summa-
rized in 2-S10. The system is further docu-
mented in the Agency's charter, regulations,
instructions, personnel management manual,
etc. Agency managers and supervisors serve
as focal points for assuring that policies and
procedures are adequate (including appro-
priate reflection of auditing standards) and
are properly applied. The functioning
strength of the Agency's system is apparent
in the attention given to improving it over
the years. In particular, the Agency's imple-
mentation of the Federa Managers Finan-
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cid Integrity Act and related DCAA internal
management control system requirements
(DCAA Regulation No. 5010.7) was
achieved by consolidating the various exist-
ing quality controls. Procedures are in place
for periodic vulnerability assessments and
internal reviews.

(2) The Agency also documents its sys-
tem of quality control for the Department
of Defense, Inspector General (DoDIG)
through completion of the form entitled
(DCAA’'s) Audit Quality Control Policies
and Procedures. The form is part of the
President’s Council on Integrity & Effi-
ciency (PCIE) External Quality Control
Review Guide.
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b. Organizations conducting audits in
accordance with government auditing stan-
dards should have an external quality con-
trol review at least once every three years
by an organization not affiliated with the
organization being reviewed. The external
quality control review program should
determine whether the organization's inter-
nal quality control system is in place and
operating effectively to provide reasonable
assurance that established policies and
procedures and applicable auditing stan-
dards are being followed. For DCAA this
function is performed primarily by the De-
partment of Defense, Office of Inspector
General.
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2-300 Section 3 --- Field Work Standardsfor Financial Statement and Financial
Related Audits

2-301 Introduction

The government auditing standards in-
corporate the AICPA fieldwork standards
for financial statement and financial related
audits (including applicable SASs and At-
testation standards) and prescribe additiona
standards. This section identifies the addi-
tiona government fieldwork standards and
explains how they are integrated with con-
tract audit reporting guidance. The field
work standards explained in this section are
to be followed in performing financiad
statement audits and financial related audits.

2-302 Planning (GAGAS 4.6)

The work is to be properly planned and
auditors should consider materidlity,
among other matters, in determining the
nature, timing, and extent of auditing pro-
cedures and in evaluating the results of
those procedures.

a. This standard concerns the timeliness
of audit procedures and the orderliness of
their application. It places upon the auditor
the responsibility for scheduling in advance
for an effective and timely audit. In addi-
tion, auditors should follow up on known
material findings and recommendations
from previous audits.

b. Before beginning an audit assignment,
it is essential to coordinate with contracting
officials (the customer) to understand the
purpose of the audit; contractual, regulatory,
or other factors pertinent to the evaluation;
and the type of report to be prepared upon
completing the assgnment. The initial plan-
ning phase includes an evauation of perti-
nent files, such as the working papers of
previous audits, copies of contracts, and
correspondence related to the current audit.
It aso includes discussion and coordination
with contractor personnel, so that the work
may proceed smoothly and efficiently. When
appropriate, arrangements should be made
for audits of costs of subcontractors or other
divisions of the contractor and for technical
assistance.

c. The auditor should consider the
methods the contractor used to process
accounting information in planning the

audit because such methods influence the
design of the accounting system and related
internal controls. The extent to which com-
puter processing is used in significant ap-
plications, as well as the complexity of that
processing, may aso influence the nature
and extent of audit procedures.

d. The auditor should consider whether
specialized computer-related  skills  are
needed to help determine the impact of
computer processing on the overall audit.
For example, the auditor needs to assess if
special computer skills are needed to help
understand the flow of transactions through
the system, to help determine the nature of
the accounting control activities, or to help
design and perform the audit procedures
necessary to evaluate the system. If special-
ized skills are needed, the auditor should
seek the assistance of a professional pos-
sessing such skills, who may be within
either DCAA or government procurement
organizations. If the use of such a profes-
sional is planned, the auditor should have
sufficient computer-related knowledge to
(1) communicate the objectives of the other
professional's work, (2) evaluate whether
the specified procedures will meet the
auditor's objectives and (3) evauate the
results of the procedures applied as they
relate to the nature, timing, and extent of
other planned audit procedures. The audi-
tor's responsibilities with respect to using
such a professional are equivalent to those
for other assistants functioning as members
of the audit team.

e. Before preparing audit programs, the
entity to be audited should be surveyed. A
skillfully performed survey should provide
information about the size and scope of the
contractor's activities and any areas in
which there may be weaknesses in internal
controls, uneconomical or inefficient op-
erations, ineffectiveness in achieving pre-
scribed goals, or lack of compliance with
applicable laws and regulations. Tests to
determine the significance of such matters
are to be performed in the detailed audit
work and should be carefully set out in the
audit program and the report. It should be
emphasized, however, that the survey dis-
cussed here is primarily a review of prior
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audit work (e.g., permanent files). At major
contractors, the main source of internal
control information is normally the appli-
cable system audit which is summarized on
the internal control audit planning sum-
mary sheet in the permanent file (see 3-300
and 5-100). To the extent that this prior
audit work does not provide the auditor
with adequate planning information, the
scope of the audit being planned may have
to be expanded.

f. A written program should be prepared
for each evauation to effectively communi-
cate objectivesto al staff members, to facili-
tate control of the audit work, and to provide
a permanent record of the work to be ac-
complished. The Agency's electronic work-
packages (audit planning and performance
system; APPS) or standard audit programs
can be used to meet these objectives; or, if
necessary, an existing set of audit steps can
be used as a starting point for developing an
audit program tailored to the specific evaua
tion being planned. When multi-location
programs are to be performed, the audit
organization that is centraly planning the
work should assure that assist auditors re-
ceive appropriate background information,
including purpose, scope, level of evaluation
(audit, review, agreed-upon procedures), and
relevant documentation, to assure that the
resultant fieldwork can be assembled into a
single report. However, this should be done
in @ manner that does not restrict the audi-
tor's professiona judgment. Audit programs
should never be used as a blind checklist or
in a way that dtifles initiative, imagination,
and thoroughness in performing an audit.

2-302.1 Planning---Auditor Communica-
tion (GAGAS4.6.3)

Auditors should communicate informa-
tion to the auditee, and the individuals
contracting for or requesting the audit ser-
vices, regarding the nature and extent of
planned testing and reporting on compli-
ance with laws and regulations and internal
control over financial reporting.

a. Auditors should communicate the
following information related to the con-
duct and reporting of the audit to the indi-
viduals who requested the audit (for
DCAA, this is normally the contracting
officer):
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» the auditor’s responsibilities in the fi-
nancial related audit, including their
responsibilities for testing and report-
ing on internal controls and compli-
ance with laws and regulations.

 the nature of any additional testing of
internal controls and compliance re-
quired by laws and regulations.

b. Auditors should also communicate
the above information to a representative
of the auditee (audit liaison, corporate con-
troller, chief financial officer, etc.). DCAA
typically does not communicate with the
audit committee.

2-302.2 Planning---Audit Follow-up
(GAGAS 4.7 and 4.40)

Auditors should follow-up on known
material findings and recommendations
from previous audits.

a. Much of the benefit of audit work is
not in the findings reported or the recom-
mendations made, but in their effective
resolution. Contractor management is re-
sponsible for resolving audit findings and
recommendations. Continued attention to
significant deficiencies and recommenda-
tions can help auditors assure that the
benefits of their work are realized.

b. Known deficiencies and recommen-
dations from prior audits are summarized
in the Contractor's Organization and Sys-
tems section of the audit report (see 10-
210.7). The auditor should follow-up on
those deficiencies that affect the scope of
audit, determine whether the contractor has
taken timely and appropriate corrective
action, and report the status of uncorrected
deficiencies.

2-302.3 Supervision (GAGAS 4.2a)

Assistants are to be properly super-
vised. This standard places upon the audi-
tor the responsibility for ensuring that sub-
ordinate staff members receive appropriate
guidance.

a. When assistants are used, the amount
of preparatory training and the direct on-
the-job supervision required on a given
assignment will vary according to the assis-
tants experience and competence. The
auditor-in-charge is responsible for ensur-
ing that assistants are appropriately in-
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structed in the particular segments of work
assigned and that their work is profession-
ally competent. Responsibility cannot be
severed from authority; the auditor-in-
charge as well as other supervisory auditors
must exercise due care in supervising assis-
tants and in reviewing their work and
judgments.

b. Supervisory review should be directed
to both the substance and the method of
auditing. The review should ensure that (1)
the auditor conforms to the auditing stan-
dards, (2) the audit programs are followed,
unless deviation is justified and authorized,
(3) the working papers adequately support
findings and conclusions, (4) the working
papers provide adequate data to prepare a
meaningful report, and (5) the auditor will
accomplish the audit objectives. Documen-
tation of supervisory reviews should be pre-
pared and retained.

c. Supervision of individual audit as-
signments applies before, during, and after
completion of the field visit. Oral and writ-
ten instructions, preparation or approval of
detailed audit programs, on-site guidance
and review of working papers and report
drafts are all aspects of supervision. The
depth and extent of supervision in individ-
ual cases will vary in relation to the materi-
aity and complexity of the audit assign-
ment and the competence and experience
of the auditors assigned. It should not be
inordinately reduced because of problems
presented by the geographic location of the
audit site. For example, supervision of a
complex audit assignment which must be
conducted on a TDY travel basisis usualy
not adequate if it first begins with the re-
view of working papers in the branch of-
fice after the field work is completed.

d. The various levels of supervisory
responsibility discussed in the following
paragraphs do not relieve each individual
auditor of the responsibility for the profes-
sional adequacy of his’her own work. Simi-
larly, the necessity for a detailed audit pro-
gram prepared or approved at a higher su-
pervisory level should not preclude any
auditor from applying ingenuity during the
course of the assignment to achieve the
audit objectives and to recommend
improvements of the program.

e. The team leader is primarily respon-
sible for preparing and executing the audit
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program and for drafting the audit report.
The designation of team leader is made
separately for each assignment; the team
leader on one assignment may next act in
an assisting capacity in another, more
complex assignment. Thus, the grade level
may differ depending on the complexity or
sensitivity of the particular assignment, but
must be adequate for satisfactory perform-
ance. He or she may act alone, or may be
assisted by one or more auditors of the
same or lower grade levels for part, or all,
of the duration of the assignment. In addi-
tion to his or her participation, the team
leader may monitor the day-to-day activi-
ties of all auditors assigned to assist and
may review their working papers for both
format and content.

f. The supervisory auditor plays a large
role in the success of branch office opera
tions. He or she has the fundamental respon-
sibility of assuring that each team assign-
ment is conducted in accordance with gov-
ernment auditing standards as well as the
responsibility of participating in the overdl
planning and management of branch activi-
ties. The effectiveness of audit guidance and
supervision depends mainly on his or her
persond familiarity with the contractors
assigned to the team. To carry out the re-
sponsibilities properly, the supervisory audi-
tor must spend a considerable share of hisor
her time at field audit sites, usualy more
than 40% of thetotal direct time.

0. Many factors must be weighed in
planning and scheduling supervisory visits.
The supervisory auditor should visit each
contractor having a continuing work-load
at least once a year, but the timing and
frequency of visits depend upon the mate-
riality of the various audits in progress, the
experience and proficiency of the auditors
performing the assignment, and the type
and significance of any audit problems
encountered.

h. Before each field audit assignment is
started, the supervisory auditor must ensure
that the team leader understands clearly the
purpose and scope of the audit, the time
limitations, and any specia matters which
may be involved. He or she should ascertain
that the auditors assigned have familiarized
themselves with all relevant information
available in the branch office files (4-405).
On recurring type audit assignments at active
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contractors, he or she should ascertain that
an adequate audit program has been devel-
oped, with steps tailored specificaly for the
assignment and with a time budget in corre-
sponding detail (3-103). In cases where the
branch does not have enough information
about either the contractor or the assignment
to develop an audit program in advance, the
supervisory auditor should be sure that a
genera agenda has been prepared, sufficient
to indicate the broad scope and approach
planned, and that it will be supplemented
with an audit program as soon as adequate
background information has been obtained
during the visit. On al assignments, the
supervisory auditor should also ensure that
adequate arrangements have been made for
any necessary external support, such as as-
sist audits or technica assistance, although
this should preferably have been done
shortly after the request for audit was re-
ceived.

i. While the audit is in process, the su-
pervisory auditor should keep in contact
with the auditor at the site, either through
visits or by telephone, frequently enough
(1) to give timely technical guidance on
audit or accounting problems, (2) to coor-
dinate on any major changes the team
leader proposes to make to the audit pro-
gram or time budget, and (3) to maintain
familiarity with the status of the audit.
These supervisory activities can generaly
be conducted more effectively by visits
than by telephone contact.

j. After the conclusion of an assign-
ment, the supervisory auditor will review
the working papers and the report draft for
professional quality, accuracy and respon-
siveness to the audit request. The review
should be in sufficient depth to evaluate
the adequacy of significant technical judg-
ments, findings, and recommendations
made by the auditor. As well as making or
suggesting any necessary changes to the
report draft, the supervisory auditor may
also find it necessary to prepare written
review comments and include them in the
working paper file (typicaly APPS work-
ing paper A-3, Fina Review Comments).
For contractors at which there isarecurring
workload, the supervisory auditor may also
include written observations or any rec-
ommended modifications to the audit pro-
gram for subsequent audits.
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k. Reviews of complex or sensitive
audits should be conducted onsite if at all
possible. In this way, any additional audit
work or necessary discussions with con-
tractor personnel can be accomplished
readily. The supervisory auditor should
particularly try to complete the review on-
site in those instances where monitoring of
audit progress or past experience indicates
the existence of complex problems which
require resolution.

I. On the more significant or sensitive
assignments, the supervisory auditor
should participate in entrance, exit, and
problem solving conferences held with the
contractor.

m. The FAO manager is responsible for
all aspects of the FAO operations. He or
she establishes office procedures and man-
agement controls over the programming,
scheduling, and timely completion of au-
dits and reports. In some cases as discussed
in 0. below, he or she may participate di-
rectly in audit assignments in process. In
addition to day-to-day supervision of over-
all audit activities, he or she should review
monthly the status and progress of each
team's performance with its supervisor.

n. The FAO manager should review al
significant audit reports; other audit reports
should be reviewed selectively. The re-
views should be in sufficient depth to pro-
vide continuing visibility into the technical
proficiency of the audit efforts and the
compliance with applicable Agency poli-
cies. He or she should also make selective
examinations of working paper files with
sufficient frequency to ensure that govern-
ment auditing standards of field work and
reporting are being observed. He or she
should assure that technical problems
which are expected to require referral to
higher levels are brought to his or her at-
tention as soon as practicable rather than at
the time of final report review.

0. The FAO manager may be more
directly involved in audits of unusual
materiality or sensitivity. He or she will
also participate in supervising individual
audit assignments which involve signifi-
cant administrative problems such as de-
nial of access to records or timeliness of
reporting. He or she should attend any
especially significant conferences with
contractors.
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2-303 Legal and Regulatory
Requirements (GAGAS 4.12)

In performing contract audits, auditors
should design the audit to provide reason-
able assurance of compliance with laws
and regulations applicable to the costing
and pricing of government contracts.

When contracts are subject to specific
federal laws and regulations where viola-
tion may entail contractual penalties, con-
tracts are required to describe the general
provisions of the law and the penalty or
penalties for violation. Examples of these
federal laws and regulations include the
Truth in Negotiations Act, the Cost Ac-
counting Standards, the Service Contract
Act of 1965, the Davis-Bacon Act of 1931,
and the Walsh-Healy Public Contracts Act
of 1936.

a To comply with this standard the audi-
tor is responsible for determining whether
contractors have complied with contractual
costing and pricing requirements. As a gen-
era rule, audit files should contain details
concerning the laws and regulations perti-
nent to the government contracts under au-
dit. Additionally, liaison between the auditor
and the administrative contracting officer
should provide the information necessary to
keep the files current.

b. Reporting standards require a state-
ment in the report regarding any significant
instances of noncompliance disclosed by the
examination and evaluation work. What isto
be included in this statement requires judg-
ment. The auditor cannot be expected to be
completely knowledgeable about legal rami-
fications of &l noncompliance issues but
should seek assistance from DCAA and
government procurement legal counsd in
instances when specific guidance is not
avalable. Indignificant noncompliances
need not be disclosed except where they
could result in significant adjustments due to
changed circumstances. When a noncompli-
ance is reported, the auditor should place the
findings in proper perspective. The extent of
instances of noncompliance should be re-
lated to the number of cases examined to
provide the reader with a basis for judging
the prevalence of noncompliance.

c. In determining the nature, timing, and
extent of the audit steps and procedures to
test for compliance, the auditor should as-
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sess the risk of noncompliance with laws
and regulations occurring and having a di-
rect and material effect on the results of
contract audits. The auditor should assess
the risk that the entity did not comply with
those laws and regulations and the risk that
the entity's control structure to ensure com-
pliance with laws and regulations might not
prevent or detect that noncompliance. At
major contractor locations this assessment of
control risk is normaly maintained in the
Internal Control Audit Planning Summary
sheet maintained in the permanent file.

d. Cost Accounting Standards (50 U.S.C.
2168) are issued to achieve (1) an increased
degree of uniformity in cost accounting
practices among government contractors in
like circumstances, and (2) consistency in
cost accounting practices in like circum-
stances by individua government contrac-
tors over periods of time. Increased uniform-
ity and consistency in accounting improve
understanding and communication, reduce
the incidence of disputes and disagreements,
and facilitate equitable contract settle-
ments. FAR 30.202-6c and 30.202-7b
outline the basic functions of the contract
auditor in the implementation of the Cost
Accounting Standards. The broad base of
CAS coverage on DoD contracts, coupled
with the number and scope of the stan-
dards promulgated, have had a substan-
tive effect on DCAA audit procedures and
responsibilities.

e. In determining compliance with laws
and regulations the auditor should design
audit steps and procedures to provide rea
sonable assurance of detecting errors, irregu-
larities, and illegal acts that could have a
direct and materia effect on the results of
contract audits. The auditor should aso be
aware of the possibility of illega acts that
could have an indirect and material effect on
the results of contract audits.

2-304 Internal Control Structure
(GAGAS4.21)

Government auditing standards require
the auditor to obtain a sufficient understand-
ing of the interna controls to plan the audit
and determine the nature, timing, and extent
of tests to be performed. This understanding
should include knowledge of the contractor's
control environment, information and com-
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munication methods, risk assessment proc-
esses, monitoring processes, and relevant
control activities. (See 5-102.d)

a. The control environment represents
the collective effect of management's
philosophy and operating style, the en-
tity's organizational structure, the func-
tioning of the board of directors and its
committees, the methods of assigning
authority and responsibility, manage-
ment's control methods for monitoring
and following up on performance, man-
agement's attitude toward internal and
external audit, the entity's personnel poli-
cies and practices, and various other ex-
ternal influences that affect an entity's
operations and practices.  Judgments
about the control environment may posi-
tively or negatively influence audit judg-
ments about specific control activities.

b. The accounting system consists of
the methods and records established to
identify, assemble, anayze, classify, re-
cord, and report accounting transactions
and to maintain accountability for the re-
lated assets and liabilities. An effective
accounting system identifies and records
al vaid transactions, describes transac-
tions in sufficient detail to permit proper
classification for financia reporting, meas-
ures the value of transactions in a manner
that permits proper monetary recording,
records transactions in the proper account-
ing period, and presents transactions prop-
erly in the financial statements or other
financial representations.

c. At mgjor contractors and larger non-
majors the control environment and ac-
counting system is a combination of inter-
related accounting and management sys-
tems (see 5-102d).

d. Control activities are the policies and
procedures that management has established
to provide reasonable assurance that specific
objectives will be achieved. Such control
activities are classified as safeguarding con-
trols and controls over compliance with laws
and regulations and they are integrated into
specific components of the accounting and
management systems.

(1) Safeguarding controls relate to the
prevention or timely detection of unauthor-
ized transactions and unauthorized access
to assets. Such safeguarding controls
might include:
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» Proper authorization of transactions and
activities.

» Segregation of duties that reduces the
opportunities to alow any person to
be in a position to both perpetrate and
conceal errors or irregularities.

* Adequate safeguards over access to
and use of assets and records, such as
secured facilities and authorization
for access to computer programs and
files.

(2) Controls over compliance with laws
and regulations provide for:

e Design and use of adequate documents
and records to help ensure the proper
recording of transactions and events.

* Independent checks on performance
and proper vauation of recorded
amounts, such as clerical checks,
comparison of assets with recorded
accountability, computer-programmed
controls, and user review of computer-
generated reports.

(3) The Agency's standard audit pro-
grams for Interna Control Audits and the
related Interna Control Matrices (available
on the Agency Intranet, the APPS and the
DIIS) identify specific control objectives,
likely control activities for accomplishing
those objectives, and audit procedures for
evaluating the contractor's control activities.

2-304.1 Proceduresto Obtain Under-
standing

a. Auditors should perform procedures to
obtain an understanding of the contractor’s
control environment, information and com-
munication methods, risk assessment proc-
esses, monitoring processes, and relevant
control activities. At major contractors, the
evauation to gain this understanding is
normaly performed and documented in
separate audits of the contractor's systems,
and summarized on the Internal Control
Audit Planning Summary (ICAPS) forms
(see 3-300 and 5-100).

b. The auditor's assessment of inherent
risk and materiality for various cost accounts
and classes of transactions is based on the
auditor's understanding the control environ-
ment and the accounting systems. These
judgments help the auditor decide if the
effort to assess control risk below maximum
is warranted by reduced substantive testing.
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This information should be documented on
the Internal Control Audit Planning Sum-
mary (ICAPS) discussed in 3-300.

2-304.2 Assessing Control Risk and De-
signing Substantive Audit Tests

a. Control risk is the likelihood that a
material misstatement will get through the
internal control structure and into the fi-
nancia statements and cost representations.
Assess this risk by evaluating the effec-
tiveness of the control environment, infor-
mation and communication methods, risk
assessment processes, monitoring proc-
esses, and relevant control activities. The
lower the assessed risk and materiality, the
less evidence needed from substantive tests
to form an opinion. Substantive tests cover
two general classes of auditing procedures
to obtain evidentia matter: (1) detailed
tests of transactions and balances, and (2)
analytical review procedures applied to
financial information.

b. Government auditing standards do
not require the auditor to assess control
risk below maximum. The auditor may
choose not to rely on the interna control
structure when planning substantive audit
tests because the contractor's internal con-
trols are unlikely to be effective, or because
it would be inefficient to evaluate their
effectiveness. In these circumstances, more
evidence is needed from substantive tests
to form an opinion. However, at major
contractors and larger non majors with
clearly defined internal control structures,
the testing needed to assess control risk
below maximum is more likely to reduce
the need for substantive testing.

¢. Use the understanding of the internal
control structure and the assessed level of
control risk to design substantive tests for
auditing the contractor's cost estimates or
representations. When the internal control
structure is strong, the auditor should rely on
it and therefore reduce the amount of sub-
stantive testing in aparticular audit area. For
example, as the risk decreases, the nature
and/or timing of substantive tests may be
changed, or the extent of testing may be
reduced. In these circumstances, identify in
the working papers the controls being relied
upon, perform tests of the controls to evalu-
ate their effectiveness, and document these
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tests and the conclusions reached (see 3-300,
5-108 and 5-109).

2-305 Working Papers (GAGAS 4.34)

Government auditing standards require
auditors to retain a record of the work per-
formed and the evidence relied upon in the
form of working papers. The 1994 revision
to Government Auditing Standards in-
cludes an additional working paper stan-
dard, made applicable to financial related
auditsin GAGAS 4.40.

a. Working papers should contain suffi-
cient information to enable an experienced
reviewer, who has had no previous connec-
tion with the audit, to ascertain from the
working papers the evidence that supports
the auditors' significant conclusions and
judgments. Working papers that support
significant findings, conclusions, and rec-
ommendations should be complete before
auditors issue their report. Significant revi-
sions to the audit working papers after the
audit report is issued are allowed only un-
der specific circumstances and conditions
described in 4-409.

b. To accomplish this, working papers
should contain:
 the objectives, scope and methodology,

including any sampling criteria used;

e documentation of the work performed
to support significant conclusions and
judgments, including descriptions
(identification) of transactions and re-
cords examined that would enable an
experienced auditor to examine the
same transactions and records; and

» evidence of supervisory reviews of the
work performed.

c. Additional guidance concerning the
sufficiency of audit evidence and working
papers is presented in 3-104.14 and 4-
400.

2-306 Evidence (GAGAS 4.2¢c)

The auditor's work shall include the ex-
amination or development of sufficient evi-
dence to afford a reasonable basis for the
auditor's conclusions and recommendations
regarding cost representations, management
decisions influencing costs, financia state-
ments, or any other matters requiring the
auditor's opinion (see 3-104.14).
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2-400 Section 4 --- Reporting Standards for Financial Statement and Financial
Related Audits

2-401 Introduction

The government auditing standards
incorporate the AICPA reporting standards
for financial statement and financial related
audits (including applicable SASs and At-
testation standards) and prescribe addi-
tional standards. This section identifies the
additional government reporting standards
and explains how they are integrated with
contract audit reporting guidance.

2-402 Reporting Compliance with
Generally Accepted Gover nment
Auditing Standards (GAGAS5.11)

a Audit reports should state that the
audit was made in accordance with generally
accepted government auditing standards.

b. This statement refers to al the appli-
cable standards that the auditor should
have followed during the audit. The de-
termination of applicable standards is a
matter of due professional care.

2-403 Reporting on Compliance with
Laws and Regulationsand on Internal
Controls (GAGAS5.15)

a. The report on the financia statement
and financia related audits should either (1)
describe the scope of the auditors' testing of
compliance with laws and regulations and
internal control over financia reporting and
present the results of those tests or (2) refer
to separate reports containing that informa-
tion (see 5-100 and 10-400). In presenting
the results of those tests, auditors should
report fraud, illegal acts, other material
noncompliance, and reportable conditions
in internal control over financia report-
ing. In some circumstances, auditors
should report fraud and illegal acts di-
rectly to parties external to the audited
entity (see 4-700).

b. When auditors report separately on
compliance and controls, reports on fi-
nancial related audits should reference
those additional reports (see 10-304.3c
and 10-307).

c. Auditors should report significant
deficiencies in interna controls and non-

compliance that they observe during finan-
cia related audits (see 10-413).

d. The audit follow up standard requires
auditors to report the status of uncorrected
deficiencies from prior audits that affect
the current financial related audit (see 10-
306h).

2-404 Privileged and Confidential
Information (GAGAS 5.29)

If certain information is prohibited from
genera disclosure, the audit report should
state the nature of the information omitted
and the requirement that makes the omis-
sion necessary.

2-405 Report Distribution (GAGAS
5.32)

Written audit reports are to be submit-
ted by the audit organization to the ap-
propriate officials of the auditee and to
the appropriate officials of the organiza-
tions requiring or arranging for the audits,
including external funding organizations,
unless legal restrictions prevent it. DCAA
normally submits the audit report to the
contracting officer responsible for acting
on the audit recommendations. Copies of
the reports should also be sent to other
officials who have legal oversight author-
ity or who may be responsible for acting
on audit findings and recommendations
and to others authorized to receive such
reports.

2-406 Application of the Reporting
Standards

DCAA has developed reporting guid-
ance (see Chapter 10) which complies
with all aspects of the generally accepted
government auditing standards. The
AICPA standards and requirements for
attestations, examinations of prospective
financial statements, and agreed-upon
procedures have been given due regard in
developing the report guidelines where
the audit objectives and circumstances are
similar to those encountered by a CPA
public practitioner.
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2-500 Section 5 --- Field Work Standards for Operations Audits (Perfor mance
Audits)

2-501 Introduction

In the contract audit environment, per-
formance audits are more commonly de-
scribed as operations audits. The objectives
of evaluating the economy and efficiency
of performance and the attainment of de-
sired results are similar, but the contract
auditor emphasizes economy and effi-
ciency as these factors relate to the reason-
ableness of costs to be charged to govern-
ment contracts. There are five field work
standards associated with performance
audits.

2-502 Planning (GAGAS6.2)

a. The first field work standard requires
that work is to be adequately planned. This
includes defining the audit objectives and
planning how they can be attained while
establishing a balance between audit scope,
time frames, and staff-days to be spent to
ensure optimum use of audit resources. The
details of the plan for the audit should be
included in the audit program.

b. Adequate planning for operations
audits should include consideration of in-
ternal audit reports, capital budgets, and
other contractor information related to the
prospective audit. The criteria for assessing
performance should be established. Skill
and knowledge of the personnel to staff the
assignment must be taken into account, and
requirements for the use of consultants,
experts, and specialists should be assessed.
The audit plan should assure contractor
compliance with laws and regulations and
provide for detection of potentia abuse
and illega acts. Assessment of the effec-
tiveness of the contractor's internal controls
is as essential to the planning of operations
gudits as to the planning of financial au-

its.

c. Written audit programs are essential
to conducting audits efficiently and effec-
tively and should be prepared for each au-
dit. Audit programs provide:

(1) A description of the audit methods
and suggested audit steps and procedures
to be conducted to accomplish the audit
objectives.

(2) A systematic basis for assigning
work to supervisors and staff.

(3) The basis for a summary record of
work.

2-503 Supervision (GAGAS 6.22)

a The second field work standard re-
quires the staff to be properly supervised .
This standard places responsibility on the
auditor and audit organization for seeing
that staff who are involved in accomplish-
ing the objectives of the audit receive
proper guidance and supervision to ensure
that the audit work is properly conducted,
the audit objectives are accomplished, and
staff are provided effective on-the-job
training. External consultants and special-
ists also should be given appropriate guid-
ance.

b. Supervisory reviews of audit work
and the report should be timely. Supervi-
sory reviews of the work conducted
should be documented in the working

papers.

2-504 Legal and Regulatory
Requirements (GAGAS 6.26)

a. The third field work standard re-
quires that when laws, regulations, and
other compliance requirements are signifi-
cant to audit objectives, auditors should
design the audit to provide reasonable as-
surance about compliance with them. In
all performance audits, auditors should be
alert to situations or transactions that could
beindicative of illegal acts or abuse.

b. One of the primary objectives of an
operations audit is to test compliance with
laws and regulations that could signifi-
cantly affect the acquisition, protection,
and use of the entity's resources and the
guantity, quality, timeliness, and cost of the
products and services it produces and de-
livers. An audit to determine the allowabil-
ity of claimed professional and consultant
service costs under FAR 31.205-33 is a
specific example of such an assessment. In
a broader sense, a primary objective of
virtually al DCAA audits is to ensure
compliance with FAR cost principles.
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c. Auditors should design the audit to
provide reasonable assurance of detecting
abuse or illegal acts that could significantly
affect the audit objectives. This standard
places responsibility on the auditor when
assessing compliance with laws and regula-
tions to:

(1) Assess, for each applicable compli-
ance regquirement, the risk that abuse and
illegal acts could occur.

(2) Based on that assessment, design
steps and procedures to provide reasonable
assurance of detecting abuse or illegal acts.

d. Auditors should be alert to situations
or transactions that could be indicative of
abuse or illegal acts. When information
comes to the auditor's attention (through
audit procedures, "tips', or other means)
indicating that abuse or illegal acts may
have occurred, the auditor should consider
the potential impact of these acts on the
audit results. If these acts could signifi-
cantly affect the audit results, the auditor
should extend the audit steps and proce-
dures as necessary to determine whether
the acts occurred; and, if so, to determine
the extent to which these acts significantly
affect the audit results.

2-505 Management Controls (GAGAS
6.39)

a. The fourth field work standard re-
quires that auditors should obtain an un-
derstanding of management controls that
are relevant to the audit. When manage-
ment controls are significant to audit objec-
tives, auditors should obtain sufficient
evidence to support their judgments about
those controls.

b. An assessment should be made of
applicable internal controls when necessary
to satisfy the audit objectives. The assess-
ment should include a survey of manage-
ment policies, procedures, practices, and
internal controls applicable to any aspect of
the activities in which the auditor attempts
to judge whether existing practices can be
made significantly more efficient or eco-
nomical.

c. Costs result from implementation of
management policies and decisions. Ac-
cordingly, the evaluation of these policies
and decisions, and the effectiveness of
management controls over their implemen-
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tation, will also significantly influence the
scope and nature of the audit. A complete
evaluation of internal controls as a specific
requirement would often be prohibitive in
terms of available resources. Therefore, the
auditor should concentrate attention on
those controls which are important to audit
objectives.

d. Idedly, management policies and
decisions should be geared toward prudent,
effective, and economical operations and
reflect adeguate consideration of the inter-
ests of both the contractor and the govern-
ment. Ideal conditions are seldom found.
As an illustration, the retention of a large
engineering staff during periods of signifi-
cantly declining sales volume may well
serve the contractor's interest in terms of
maintaining a capability to expand efforts
in bidding for new business. However,
unless the auditor questions the increased
overhead rate which results from such a
decision, the costs of current government
contracts will be inflated, thereby adversely
affecting the government's interest. Where
management policies and decisions are
motivated by contractor interests which are
not compatible with those of the govern-
ment, the examination of questionable cost
areas should be intensified.

2-506 Audit Evidence (GAGAS 6.46)

a. The fifth field work standard requires
that sufficient, competent, and relevant
evidence is to be obtained to afford a rea-
sonable basis for the auditors' findings and
conclusions. A record of the auditors work
should be retained in the form of working
papers. Working papers should contain
sufficient information to enable an experi-
enced auditor having no previous connec-
tion with the audit to ascertain that the
evidence supports the auditors' significant
conclusions and judgments. (Also see 3-
104.14 on evidence.)

b. Working papers may include tapes,
films, and discs. Evidence may be catego-
rized as physical, documentary, testimo-
nial, and analytical. The evidence should
meet the basic tests of sufficiency, rele-
vance, and competence. The working
papers should reflect the details of the
evidence and disclose how it was ob-
tained.
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2-600 Section 6 --- Reporting Standards for Oper ations Audits (Perfor mance Audits)

2-601 Introduction

The reporting standards explained in
this section apply to DCAA operations
audits.

2-602 Gover nment Reporting Standards
for Performance Audits (GAGAS
Chapter 7)

a. Form: The first standard requires
that auditors prepare written audit reports
communicating the results of each audit.

b. Timeliness: The second standard
requires that auditors should appropriately
issuethe reports to make the information
available for timely use by management,
legidative officials, and other interested
parties.

c. Report Contents: The third standard
covers the report contents.

(1) Objectives, Scope, and Methods:
The auditor should report the audit objec-
tives and a description of the audit scope
and methodology.

(2) Audit Findings and Conclusions:
Auditors should report significant audit
findings, and where applicable, the audi-
tor's conclusions.

(3) Recommendations. Auditors should
report recommendations for actions to cor-
rect problem areas and to improve opera-
tions.

(4) Statement Regarding Government
Auditing Standards: Auditors should re-
port that the audit was made in accor-
dance with generally accepted govern-
ment auditing standards.

(5) Compliance with Laws and Regula-
tions: Auditors should report all signifi-
cant instances of noncompliance and all
significant instances of abuse that were
found during or in connection with the
audit. In some circumstances, auditors
should report illegal acts directly to parties
externa to the audited entity.

(6) Internal Controls: Auditors should
report the scope of their work on manage-
ment controls and any significant weak-
nesses found during the audit.

(7) Views of Responsible Officids:
Auditors should report the views of re-
sponsible officias of the audited program
concerning auditors findings, conclusions,
and recommendations, as well as correct
ions planned.

(8) Noteworthy  Accomplishments;
Auditors should report noteworthy accom-
plishments, particularly when management
improvements in one area may be applica-
ble elsewhere.

(9) Issues Needing Further Audit:
Auditors should refer significant issues
needing further audit work to the auditors
responsible for planning future audit
work.

(10) Privileged and Confidential Infor-
mation: If certain information is prohibited
from general disclosure, auditors should
report the nature of the information omitted
and the requirement that makes the omis-
sion necessary.

d. Report Presentation: The fourth
standard requires that the report be com-
plete, accurate, objective, convincing, and
as clear and concise as the subject per-
mits.

e. Report Distribution: The fifth stan-
dard requires written audit reports be sub-
mitted by the audit organization to the ap-
propriate officials of the organization au-
dited, and to the appropriate officias of the
organization requiring or arranging for the
audits, including external funding organi-
zations, unless legal restrictions prevent it.
DCAA normally submits the audit report to
the contracting officer responsible for act-
ing on the audit recommendations. Copies
of the reports should also be sent to other
officials who have legal oversight authority
or who may be responsible for acting on
audit findings and recommendations and to
others authorized to receive such reports.
Chapter 10 and 4-300 specify disclosure
restrictions applicable to contract audits
performed by DCAA.

f. Section 10-400 provides reporting
guidance for DCAA performance (i.e,
operations) audits that fully complies with
these reporting standards.
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2-S10 Supplement. Description of DCAA Quality Control System

2-S101 INTRODUCTION

DCAA's quality program is based on
the precepts of Total Quality Management
(TQM). DCAA's quality control programis
an important subset of the Agency's overall
quality program. TQM emphasizes "pre-
vention" as ameans for reducing errors and
rework. However, to further ensure that
quality is being achieved, it also provides
for an adequate level of monitoring and
inspection. As an agency that provides
professional services, DCAA has a respon-
sibility to establish and conform to profes-
sional standards. To meet this responsibil-
ity, DCAA has established standards based

on generally accepted government auditing
standards which incorporate the standards
of the American Institute of Certified Pub-
lic Accountants. To ensure that it provides
professional services that conform with its
professional standards, DCAA is required
to have a system of quality control and,
indeed, maintains such a system. The au-
thority for and descriptive details of this
system can be found in the various official
pronouncements and Agency publications,
including the DCAA Charter, Instructions,
Manuals, and other DCAA directives. A
summary description of the system follows.

2-S102 PHILOSOPHY, ORGANIZATION, AND APPROACH TO PROVIDING
QUALITY SERVICES

2-S102.1 Philosophy

DCAA is an independent audit agency
within the Department of Defense (DoD)
with a mission to perform contract audits
and provide &l the necessary accounting
and financial advisory services for the
DoD, and other agencies, as appropriate. In
accomplishing this mission, the Director of
DCAA has fully committed the Agency
staff to attain the highest level of integrity,
competence, and customer satisfaction.
This is best explained through our vision
statement set forth as the Agency's Com-
mitment to Excellence, which says:

“In support of the National Interest, we
are dedicated to providing timely and re-
sponsive audits, reports, and financial advi-
sory services to the Department of Defense
contracting officers and other customers.

Our aimisto be THE audit organization
with the foremost reputation for compe-
tence, integrity, and customer satisfaction
by:

» Creating an environment of teamwork,
open communication, trust, and mu-
tual respect, and

» Developing highly qualified employees
dedicated to the concept of continuous
improvement.”

Good working relationships and open
communications with customers  will

minimize potential conflicts between the
customer's needs and the Agency's re-
quirement to perform contract audits that
conform with generally accepted govern-
ment auditing standards.

2-S102.2 Organization

DCAA’s basic system of quality control
encompasses the Agency’s organizational
structure, as detailed in the DCAA Organi-
zation Manua (DCAAM 5110.1), and
outlined below.

a. Headquarters

(1) Office of the Director. DCAA's
Director reports to the Under Secretary of
Defense (Comptroller) and exercises
worldwide direction of the Agency in per-
forming al contract audits for DoD and
other agencies upon request. The Director's
staff includes a Deputy Director, three As-
sistant Directors, a Genera Counsel, an
Executive Officer, and a Specia Assistant
for Quality Management. The Director is
the senior management official responsible
for establishing policies and procedures for
the management control program in con-
junction with the Federa Managers Fi-
nancia Integrity Act (FMFIA). The Execu-
tive Officer (DX) serves as the focal point
for developing regulations and guidance,
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accumulating information, and drafting the
Director’s annual statement required under
the FMFIA. DX monitors tests of critical
management controls performed by others
as reported through the FMFIA process.
DX aso advises the Director and Deputy
Director on any sensitive matters disclosed
by quality or management control reviews
reported through the FMFIA process. The
Special Assistant for Quality Management
(DQ) serves as the Agency foca point for
the TQM program.

(2) Assistant Directors.

(@) Operations. Responsible and ac-
countable for providing technical guidance
and direction to the Agency for field con-
tract audit operations. This includes direct-
ing the development of Agency audit ob-
jectives, activities, operational schedules,
and priorities to assure effective accom-
plishment of field contract audit opera-
tions.

(b) Policy and Plans. Responsible and
accountable for directing the formulation
and development of DCAA contract audit
policy and for the coordination, issuance,
and integration of this policy. Assigned
divisions include: Accounting and Cost
Principles (PAC), Auditing Standards
(PAS), Policy Programs (PPD), Specia
Projects (PSP), and Quality Assurance
(PQA). |

(c) Resources. Responsible and ac-
countable for formulating, directing, and
executing plans, programs, policies, and
procedures related to the management of
DCAA resources including financial man-
agement, personnel management and ad-
ministration, information resources man-
agement, management analysis, security,
and genera administration activities.

b. Regional Offices and Field Detach-
ment

(1) Office of the Regiona Director.
DCAA presently has five Regional Direc-
tors who are individualy responsible and
accountable to the Director for planning,
managing, and accomplishing the Agency’s
mission in assigned geographical aress.
This includes directing the overall man-
agement of DCAA personnel and resources
assigned to the individual Regiona Offices
and to the various Field Audit Offices
(FAOs) and suboffices within the regions.

January 2003

Each Regional Director’'s staff includes a
Deputy Regional Director, severa Re-
gional Audit Managers, a Specia Programs
Manager, a Resources Manager, a Specid
Assistant to the Regiona Director (RQ),
and a Regiona Quality Assurance (RQA)
Chief.

(2) Director, Field Detachment. The
Director of DCAA’s Field Detachment is
responsible and accountable for the overall
planning, management, and execution of
worldwide DCAA contract audits of com-
partmented programs and for managing all
of the resources and staff assigned to the
Detachment. The Director’s staff includes
a Deputy Detachment Director, several
Detachment Audit Managers, a Specid
Assistant to the Field Detachment Director,
and a Quality Assurance (QA) Chief.

(3) Field Audit Offices (FAQs).

(a) Resident Offices. Are established at
contractor facilities whenever the amount
of audit workload justifies the assignment
of a permanent staff of auditors and sup-
port elements. Resident Offices, which can
be made up of severa suboffices of com-
ponents within the same company, are re-
sponsible and accountable for planning and
executing a comprehensive, integrated
audit program to carry out DCAA’s audit
mission. Resident offices are responsible
for implementing a sound quality control
program based on Headquarters and re-
gional directives.

(b) Branch Offices. Are established to
plan and execute a comprehensive audit
program to carry out DCAA’s audit mis-
sion at those contractor locations, within
a general geographical area, which indi-
vidually do not have sufficient workload
to justify establishing a Resident Office.
Branch Offices are generally organized to
cover their smaller contractors from one
central office on a mobile basis. Larger
contractors are often covered from subof-
fices. Branch offices are responsible for
implementing a sound quality control
program based on Headquarters and re-
gional directives.

c. Executive Steering Committee

The Executive Steering Committee
(ESC) is comprised of the Director, Deputy
Director, Assistant Directors, General
Counsel, Regiona Directors, and Director,
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Field Detachment. The Executive Officer

and Specia Assistant for Quality Manage-

ment provide staff support to the ESC. The

ESC isresponsible for:

» establishing the vision and strategic
goals for the Agency and monitoring
attainment of the goals,

e providing overal management and
direction for the Agency, and

e identifying, evaluating, and making
recommendations on Agency-wide
policy and improvement projects.

d. Participative Work Teams
Participative Work Teams (PWTs) are
in place at al DCAA field offices. Audit
PWT members include the supervisory
auditor and hislher assigned auditors.
PWTs hold regularly scheduled meetings to
share information and complete PWT-
related responsibilities. Among these re-
sponsibilities are:
 coordinating with customers,
e establishing and monitoring realistic
team audit plans,
 establishing and monitoring team goals,
. s?hguling and assigning team work-
oad,
* using the zero-based budgeting tech-
nigue on audit assignments,
» performing peer reviews, and
* Identifying potential audit process im-
provements.

e. Quality Assurance (QA)

DCAA’s Quality Assurance (QA) or-
ganization is responsible for the manage-
ment and execution of the quality assur-
ance program. The QA organization is
comprised of a Headquarters division
(PQA) and six Regional/Field Detachment
divisions (RQA/FDQA). The Headquarters
QA division routinely teams with the re-
giona and Field Detachment divisions to
plan and execute the Agency’s quality as-
surance program. The QA team performs :

o formal internal QA reviews based on
guidelines adapted from those estab-
lished by the President’s Council on
Integrity and Efficiency (PCIE) and

* QA-related review projects on both an
Agency-wide and regional basis.

The PCIE guidelines are used by various

IG organizations when conducting their

externa peer group reviews required by the
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Government Auditing Standards. In per-
forming both the PCIE-based interna re-
views and QA projects, the QA team as-
sesses compliance with applicable auditing
standards and audit policy and procedures,
the need for new or enhanced
audit policy guidance, and identifies best
practices for Agency-wide use.

2-S102.3 Approach

Auditing in accordance with generally
accepted government auditing standards is
the principal work of the Agency. To pro-
mote the quality accomplishment of this
work, DCAA auditors are initially guided
to take steps to develop a thorough knowl-
edge of the contractual matters and circum-
stances affecting their audits. These steps
entail:

» Developing an “intelligence base” on a
contractor’s operations and contracting
environment in order to assess the
events and conditions that affect the
contractor actions and the government’s
cost impact.

e ldentifying the audit universe and
documenting interrelationships be-
tween a contractor’s organization and
operations so that all significant audit-
able activities which affect the costs
of government contracts are identified.

» Accurately assessing the strengths and
wesaknesses of a contractor's internal
controls, accounting and management
systems, and methods of operation, in
order to: (1) identify the relative risk in
selecting or deferring a contractor system
for audit evaluation in the current period;
(2) evauate the government’s exposure
to potential fraud, waste, and misman-
agement; and (3) tailor audit programs
for specific assignments. It is DCAA’s
policy that each accounting or manage-
ment system a major contractor seg-
ments that have significant flexibly-
priced contract work be reviewed on a
cyclical basis and the results of these re-
views be recorded on an Internal Control
Audit Planning Summary (ICAPS) form.

» Accomplishing certain basic, core audit
requirements before rendering an opin-
ion on contract costs incurred and before
relying on incurred costs in any other re-
view or evauation. If no weaknesses are
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disclosed, the satisfaction of these core
requirements provides a basic level of
assurance that a contractor’'s incurred
cost representations are reliable. If
weaknesses are disclosed, audit proce-
dures must be extended accordingly.

» Determining that contractor systems for
edtimating prices are adequate and in
compliance with applicable regulations.

e Assuring that al laws, regulations, and
authoritative technical guidance for the
accounting and auditing professions (in-
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cluding those issued by DCAA) are fol-
lowed.

e Continually assessing progress on
individual assignments and program
areas in order to react timely and posi-
tively to changed conditions within
the industry, acquisition, and audit en-
vironments. DCAA, for example, con-
tinually assesses the increased use of
information technology and its impact
on Agency audits.

2-S103ELEMENTS OF DCAA'SQUALITY CONTROL SYSTEM

2-S103.1 Independence, Integrity, and
Objectivity

a. Objective.
To provide reasonabl e assurance that all
DCAA employees:
 maintain the level of independence
required by the Agency's standards of
conduct and by the generally accepted
government auditing standard on in-
dependence;

» perform their professiona responsibili-
ties with integrity; and

* maintain objectivity in performing their
professional responsibilities.

b. Policies and Procedures.

(1) General Reguirements. DCAA em-
ployees at all organizationa levels must
adhere to the requirements on independ-
ence as stated in the government auditing
standard on independence, DCAA Instruc-
tions, Contract Audit Manual (CAM), and
Personnel Management Manua (PMM).
The government auditing standard on inde-
pendence is incorporated in 2-203 which
prescribes the DCAA auditor's responsi-
bilities for independence when performing
contract audits.

(2) Organizational Placement. DCAA
has been organizationally positioned within
DoD to ensure independence from the
various DoD departments and agencies
involved in the acquisition process. This
provides the independent environment
necessary for DCAA to accomplish its
contract audit mission. Refer to the preced-
ing section on Organization and 1-1S1 for
further details.

(3) Audit Impairments. No factors ex-
ternal to DCAA are permitted to restrict the

audit or interfere with the auditor's ability
to form independent and objective opinions
and conclusions. If a limitation exists, the
auditor should remove the limitation or,
failing that, report the limitation. DCAA
expects each auditor to exercise prudent
judgment in establishing audit scope, audit-
ing procedures, and appropriate reporting
of results.

(4) Personal Impairments. DCAA em-
ployees must maintain a high level of
moral character and observe a high stan-
dard of ethical and professional conduct.
Consistent with this responsibility, em-
ployees are required to refrain from any
private business or professional activity
which conflicts, or gives the appearance of
conflicting, with official duties.

(5) Policies and Procedures. The fol-
lowing procedures must be followed to
identify personal and external impair-
ments and assure compliance with
GAGAS independence requirements (see
2-203).
¢ Mandatory annual training sessions will

be conducted to ensure understanding
of the GAGAS auditor independence
requirements.

e Upon completion of the annual inde-
pendence training, all DCAA audi-
tors and other Agency technical spe-
cialists providing audit support will
complete a Statement on Independ-
ence form (see Figure 2-S10-1) to
document compliance with this
GAGAS standard. This form is aso
to be completed by newly hired audi-
tors prior to beginning any audit
work. Individuals who are either not
able to sign this statement or experi-
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ence a situation after signing where
they believe their independence
and/or objectivity is or may be im-
paired should notify the official who
reviews their Statement on Independ-
ence form to discuss their situation.
DCAA'’s Ethics Officer is also avail-
able for consultation.

e Each auditor is responsible for notify-
ing his or her supervisor of any actual
or potential personal and/or external
impairments. No auditor with a per-
sonal or external impairment will be
permitted to work on any assignment
that is affected by the impairment. The
standards of conduct for DCAA em-
ployees are set forth in the provisions
of DoD Directive 5500.7, "Standards
of Conduct,” and DoD Regulation
5500.7R “Joint Ethics Regulation.”
Supervisors should contact DCAA’s
Office of Counsdl if they have ques-
tions concerning this guidance. Em-
ployees may be reassigned or rotated
without change in grade to assure au-
dit independence, integrity, and objec-
tivity.

Deviations from the above policies and

procedures are subject to appropriate disci-

plinary action in accordance with the

DCAA Personnel Management Manual,

Chapter 50.

2-S103.2 Personnel M anagement

a. Objective.
To provide reasonable assurance that:

e those hired possess the appropriate
characteristics to enable them to per-
form competently;

» work is assigned to auditors having the
degree of technical training and pro-
ficiency required in the circum-
stances;

» auditors participate in continuing pro-
fessional education and other profes-
sional development activities that en-
able them to fulfill responsibilities
assigned and satisfy the GAGAS
continuing professional education re-
guirements; and

» personnel selected for advancement
have the qualifications necessary to
fulfill the responsibilities of the posi-
tion they will assume.
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b. Personnel Hiring Policies and Proce-
dures.

(1) General. DCAA’s policy is to make
use of al available resources to assure that
the Agency is fully staffed with qualified
and competent auditor and administrative
personnel. Recruiters must be carefully
selected for their ability to represent the
Agency effectively and to carry out this
policy. The procedural guidance and spe-
cific responsibilities for implementing
DCAA’s recruitment program are con-
tained in PMM, Chapter 11. This guidance
covers the candidate sources and criteria
for source selection, the college recruit-
ment program, recruitment for intermedi-
ate- and senior-level positions, and candi-
date selection procedures.

(2) Qudlifications. The Office of Per-
sonnel Management (OPM) establishes the
required qualifications for Accountant and
Auditor positions, GS-5 through 12. Quali-
fications for DCAA’s administrative posi-
tions are found in the OPM Quadlification
Standards Handbook X-118 governing the
particular occupational series.

(3) Informing Applicants and New
Hires. During orientations conducted by
the Personnel Office and FAO manage-
ment, applicants and new hires are in-
formed of Agency policies and procedures
relevant to them. A recruitment brochure is
also available to any interested person or
college recruitment office.

(4) Employee Retention. As an exten-
sion of the recruitment process, DCAA
invokes a probationary period. If, during
this period, an employee is determined to
lack the skills and character traits necessary
for satisfactory performance as a career
employee, his or her appointment will be
terminated. Details on completing an Audi-
tor Probationary Appraisal Report and the
procedures relating to actions required by
supervisors of new employees in the proba
tionary period are covered in PMM, Chap-
ter 19.

c. Personnel Assignment Policies and
Procedures.

(1) General. Headquarters is responsi-
ble for providing the strong, centra direc-
tion necessary for development and main-
tenance of a competent, professiona staff
and for effective utilization of this staff.
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Staffing positions are established and per-
sonnel are assigned at each organizational
level to provide an optimum baance
among mission needs, economy and effi-
ciency of operations, and effective em-
ployee utilization. The Agency’s personnel
policies and procedures relating to position
classification and position management are
contained in PMM, Chapter 6. These poli-
cies and procedures are compatible with
and fully support al affirmative socia
action programs. Refer to the preceding
section on Organization for the genera
responsibilities of all principal DCAA or-
ganizational elements.

(2) Staff Qualifications. DCAA auditors
and specialists (see Consultation below)
must collectively have the skills necessary
to accomplish all aspects of DCAA’s audit
mission. This requires detailed knowledge
of:

e accounting and auditing theory, princi-
ples, procedures, and practices;

e organizations and contracts subject to
audit;

e government contracting policies and
regulations; and

» management principles and skills.

Update and maintenance of the required

skills is accomplished through DCAA'’s

continuing education program (see Profes-

sional Development below).

(3) Staff Requirements and Distribu-
tion. DCAA'’s staff requirements are de-
termined based on estimates of the work-
load and the time required to perform this
work in accordance with generaly ac-
cepted government auditing standards.
Appropriate consideration in calculating
these estimates must be given to such
factors as government financial risk and
vulnerability to fraud, waste, and abuse.
Guidance for determining staffing re-
quirements is provided annually through
issuance of a Headquarters Planning and
Staff Allocation Document (PSAD). This
memorandum contains specific Agency
direction for determining staffing re-
guirements for the coming year.

The distribution of available personnel
within DCAA is based on an evaluation
of total Agency workload and priorities,
and is made in consonance with the
respective workloads of the five DCAA
Regions, the Field Detachment, and
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Headquarters. Regional offices make dis-
tributions to Field Audit Offices (FAOS).
A DCAA office is established when suf-
ficient workload exists to justify a sepa-
rate audit unit without unnecessarily du-
plicating administrative support require-
ments (see Organization).

The general guidelines used by DCAA
for organizing staff, programming audits,
scheduling performance of audit segments,
and analyzing progress are contained in the
Audit Planning Guide, available on the
Intranet, which covers management of mo-
bile audit workload and management of
resident audit offices. Detailed program-
ming objectives and guidance are set forth
in theannual PSAD.

(4) FAO Assignments. The Field Audit
Office or FAO is DCAA’s base level or-
ganizational unit responsible for providing
financia services and planning and per-
forming contract audits for the DoD and
other government agencies. Accordingly,
FAO managers have primary responsibility
for the assignment of field office personnel
while audit supervisors (see Supervision
below), reporting to the FAO managers,
generaly direct the actual planning and
performance of the individual audits.

The FAO supervisors, together with the
FAO managers, are responsible for consid-
ering and weighing many variables and
factors when assigning personnel. They
must ensure the auditor possesses the nec-
essary knowledge, skills, and abilities to
perform the audit. They must also consider
the technical difficulty, timing require-
ments, specialized expertise needed, and
availability of personnel for each assign-
ment. Under the direction of the supervi-
sory auditor, the GS-13 Technical Special-
ists assigned to an FAO are responsible for
the technical management and performance
of the most complex audits in their specific
program areas. Examples of these program
areas are the Cost Accounting Standards,
post award audits, terminations, claims,
incurred costs, internal controls, compensa-
tion, universities and not-for-profits, and
financial capability.

(5) Reassignment/Rotation. Employees
are reassigned to different positions and
locations as necessary to accomplish the
Agency’s mission. In fact, the Agency
encourages employees to be mobile in the
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interest of broadening their experiences
and increasing their qualifications. Spe-
cific procedures covering employee reas-
signment/rotation to satisfy Agency ob-
jectives are contained in PMM, Chapter
37.

d. Professional Development Policies
and Procedures.

(1) Genera Guidelines & Require-
ments. It is DCAA’s policy to systemati-
cally plan for and provide all of the train-
ing and development necessary for its
auditorsto:

* meet the GAGAS continuing profes-
sional education requirements,

* maximize their performance profi-
ciency, and

» assure they remain current in the con-
tract audit environment.

Individual organizational elements are
responsible for establishing adequate
plans and controls to ensure that all train-
ing and employee development activities
are accomplished economically, effec-
tively, and on a timely basis, in conso-
nance with the Agency's training and
development program. This program en-
COMpasses:

» on-the-job training and skill develop-
ment through carefully planned and
progressively more complex em-
ployee assignments;

« forma training, including courses
given by the Defense Contract Audit
Institute (DCAI);

» self-development courses, developed
or approved by DCAA personnel and
administered by the Regions or
DCAI;

o professional
programs;

o attendance at short-term training
courses on specific subjects offered
by other sources; and

» self-development through attaining
professional certification (e.g., Certi-
fied Public Accountant) and ad-
vanced degrees (including the Direc-
tor's Fellowship Program in Man-
agement).

Specific procedures and responsibilities
for carrying out the Agency’s professional
development program at all organizational

continuing  education
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levels are contained in the following PMM
chapters:

Chapter 16 | Career Management Pro-
gram

Chapter 17 | Performance Management
System

Chapter 21 | Training and Development

Chapter 30 | Professional Activities
Outside DCAA

PMM, Chapter 21 presents DCAA’s
Master Training and Development Plan for
Auditors. This plan identifies the formal
technical and management training, by type
and course, which is essential or desirable
for progression from one audit career level
to another within DCAA.

The knowledge and skills that are re-
quired by contract auditors at various grade
levels to effectively perform their assigned
tasks are detailed in Chapters 16 and 17 of
the PMM. These chapters aso provide
guidance on assessing individua perform-
ance and identifying individua training
and education needs. As an integral part of
its overal training and development pro-
gram, DCAA aso requires that specific
evaluations be performed to assess the
extent to which training sources are achiev-
ing stated objectives.

(2) Defense Contract Audit Institute
(DCAI). The DCAI is responsible for de-
veloping the Agency's training program
and courses. Courses provided at the Insti-
tute are designed and periodically updated
to enable DCAA’s auditors and managers
to gain the knowledge and skills they need
to perform their assigned tasks in carrying
out DCAA'’s audit mission. The courses are
also designed to improve performance
weaknesses and to prepare employees for
higher responsibilities.

(3) Specialization. Training needs are
continuously reviewed and updated to
meet present and anticipated Agency
needs in specialized areas such as infor-
mation systems and cost accounting for
pensions and insurance. This specialized
training is accomplished through the same
basic training sources described in the
General paragraph above, or derived from
working with Agency specialists from
Headquarters, Regional Offices, or
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DCAA’s Technical Support Branch (see
Consultation).

(4) On-the-job Training. This form of
training is an integral part of the Agency’'s
overal training and development program
and is one of the most important responsi-
bilities of al DCAA supervisors. It pro-
vides employees with the opportunity to
participate in al types of audit assignments
at progressively higher levels of complexity
and in different contract audit environ-
ments.

e. Advancement Policies and Proce-
dures.

(1) Required Qudlifications. The
quaifications necessary for the various
levels of auditor responsibility within
DCAA can be stated in terms of the pro-
gressive growth in an individual’ s technical
competence and professional ability. This
concept of career development is deline-
ated in PMM Chapter 16. The accounting
and auditing knowledge and skills that are
essential for the contract auditor at various
grade levels to effectively perform the as-
signed tasks are stated in Chapter 16, ap-
pendix B, and Chapter 17, appendix D, of
the (@plridteria for Evaluating Performance.
The performance of most DCAA personnel
is evaluated in accordance with Office of
Personnel Management (OPM) regulations.
In many instances, these OPM regulations
have been implemented by DoD directives
and instructions. The objectives of
DCAA’s performance appraisal system
include identifying the job elements of
each position, establishing performance
standards relative to the elements, inform-
ing employees of the job elements and the
performance standards for their positions,
and conducting a periodic formal review
and discussion of the quality of each em-
ployee’'s work performance in relation to
the established performance standards.
These objectives and associated DCAA
appraisa policies and procedures are pre-
sented in the PMM, Chapter 17.

(3) Advancement Decisions. Selections
for promotions are made from among the
best qualified candidates, based solely on
their relative knowledge, skills, and abili-
ties. Advancement selections to auditor
positions GM-13 and above are made in
accordance with DCAA’s Career Manage-
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ment Program policies (see below). Posi-
tions GS-12 and below are filled non-
competitively (without using vacancy an-
nouncements) by career ladder promotions,
as employees demonstrate their ability to
perform higher level duties. Agency guid-
ance on advancement decisions is con-
tained in PMM, Chapter 36, Merit Promo-
tion.

(4) Career Management and Career
Boards. DCAA managers and supervisors
at al organizational levels are responsible
for aiding subordinates in defining career
objectives and implementing career plans
and for making advancement recommenda-
tions (or decisions, when authorized) re-
garding employees under their supervision.
Employees, in turn, are encouraged to fa-
miliarize themselves with the operation of
the merit promotion program, provide com-
plete and accurate information needed for
consideration under the merit promotion
program, and periodically review and up-
date their experience records and other
personal data maintained by the Personnel
Office. Individual careerists must further
provide the initiative and energy necessary
for development of the skills required in
their career field and recognize the advan-
tages of mobility to themselves and the
Agency.

A DCAA Career Development Board
(CDB) is established at Headquarters with
responsibilities for providing policy guid-
ance and monitoring DCAA’s career man-
agement planning and programming activ-
ity. The CDB consists of senior Headquar-
ters executives who:

» recommend for the Director’s approval
the establishment or revision of em-
ployee development activities which
may be expected to improve the opera-
tion of the career management pro-
gram and

* review lists of candidates for filling al
auditor and administrative positions at
grade GM-14 and above to determine
those best qualified for referra to the
Director, who is the selecting official.

Regiona Directors are accountable for
the effective functioning of their respective
Region’s career management programs and
Career Management Boards (CMBs). Each
CMB consists of senior regional managers
who recommend any needed revisions in
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the program to the Regiona Director and
who periodically evauate the region’s ca-
reer management programs.

2-S103.3 Acceptance of Engage-
ments/Assignments

a. Objective.
To provide reasonable assurance that:

« DCAA undertakes only those en-
gagements/assignments that can be
completed with professional compe-
tence,

» the risks associated with providing
professional services in particular
instances are appropriately consid-
ered, and

» an understanding is reached with the
customer regarding the services to
be performed.

b. Policies and Procedures.

(1) Generad Requirements. It is
DCAA’s mission to perform all necessary
contract audits for DoD (and other agen-
cies as appropriate) and provide accounting
and financia advisory services regarding
contracts and subcontracts to those respon-
sible for procurement and contract admini-
stration.  If a requested audit service ap-
pears to be outside the mission of DCAA,
the request is referred to the Agency Direc-
tor for a determination as to whether
DCAA will perform the requested service.
Only those engagements that can be com-
pleted with professional competence are
undertaken by DCAA.

(2) Understanding the Services to be
Performed. During the planning phase of
an assignment, it is essential that auditors
coordinate with the customer or contracting
official to obtain an understanding of the:

* purpose of the audit;

» contractual, regulatory, or other factors
pertinent to the review; and

» nature of the audit services to be per-
formed.

Auditors should determine the scope of
audit based on the overall risk.

2-S103.4 Engagement Performance
a. Objective.

To provide reasonable assurance that
work performed by personnel meets the
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applicable professional standards, regula-
tory requirements, and the Agency’s stan-
dards of quality. Audit assignments must
be adequately planned, performed, super-
vised, reviewed, documented, and com-
municated in accordance with the
GAGAS.

b. Engagement Design & Execution
Policies and Procedures.

(1) Planning of Field Work. Adequate
planning requires that appropriate consid-
eration be given to the assignment of per-
sonnel. Consideration should aso be
given to report format and content. Like-
wise, coordinating the audit with cogni-
zant contractor and government procure-
ment representatives both prior to and
during the audit is important. Although
aspects of audit planning are presented
throughout CAM, Chapter 3 specifically
covers this critical element of quality con-
trol.

In planning and managing audits, re-
gions and FAOs are directed to:

» ensure that quality performance is em-
phasized and
» implement the total audit concept
technique (TACT).
While the techniques of TACT are geared
to audits of major contractors, the TACT
principle (managing audit activities on the
basis of an integrated totality) applies
equaly to audits of smaller contractors.
Certain TACT techniques are required and
performed annually as part of DCAA’s
planning process. These include use of the
internal control audit planning summary
for mgjor contractors and the internal con-
trol questionnaire for other contractors.

(2) Performance of Feld Work. Every
auditor assumes the duty to exercise due
professiona care in the performance of
higher audits. Due professiona care re-
quires auditors to perform their audits in
accordance with Generally Accepted Gov-
ernment Auditing Standards (GAGAS).
Auditors should ensure that the nature, tim-
ing and extent of audit procedures per-
formed are consistent with the risk assess-
ments made and audit plan established. The
CAM provides detailed audit guidance for
the different audits/procedures performed.

(3) Supervision of Field Work. Supervi-
sors are responsible for assuring that the
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necessary auditing procedures and tests are
properly designed and systematically laid
out so that they can be understood by the
assigned audit staff. The extent of supervi-
sion and review required varies with the
audit circumstances and depends on such
factors as complexity of the work, the
qualifications of the persons performing
the work, and the extent of consultation
available and used. The level of detail in a
supervisor's instructions must be tailored
to the auditor’'s experience, so that all ele-
ments necessary to performing a quality
audit are addressed. Due care must be ex-
ercised in supervising auditors and in re-
viewing their work throughout the audit.
Findings and audit exceptions should be
clearly described and well supported, and
recommendations should be responsible
and appropriate to the conditions de-
scribed. Although aspects of audit supervi-
sion are presented throughout CAM, Sec-
tion 2-302.3 specifically covers this critical
element of quality control.

(4) Review of Working Papers and Re-
ports. Supervisory review of working pa-
pers and reportsis required to ensure that:
 the auditor conforms to auditing stan-

dards,

e audit programs are followed unless
deviation isjustified,

» the working papers conform to stan-
dards and adequately support the re-
ported audit findings,

 the auditor accomplishes the audit ob-
jectives,

» the report is prepared in accordance
with CAM, and

* the needs of the customer are under-
stood and considered.

Documentation of supervisory reviews

must be prepared and retained. FAO man-

agers should review and sign significant or
sensitive reports as prescribed in DCAA

Regulation 5600.1

Supervisors must assure that each audi-
tor is fully aware of the GAGAS auditing
and reporting requirements implemented in
CAM. FAO supervisors are also responsi-
ble, aong with their FAO and regiona
managers, for implementing al Headquar-
ters policy guidance memorandums. Head-
quarters updates pro forma audit programs
and reports as new policy guidance is is-
sued. Audit programs are expected to be
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tailored to the specific assignment and
approved by the supervisor.

The full performance level for DCAA
auditors is the GS-12 senior auditor posi-
tion. Experienced GS-12s may be called
upon to give onsite work direction to train-
ees as long as it does not preempt the su-
pervisor’s responsibility or unduly interfere
or prevent the GS-12 from the timely ac-
complishment of his’her principal work.
Some GS-12s may be asked to furnish ad-
vice and instructions on specific audit pro-
grams, tasks, and techniques, plan and
review individual work assignments within
the scope of the total audit assignment;
maintain the status and progress of work
assignments; and provide on-the-job train-
ing to trainees.

(5) Documentation of Audit Perform-
ance. The auditor’s work should be docu-
mented and retained in the form of working
papers. Working papers should contain
sufficient information to enable an experi-
enced auditor having no previous connec-
tion with the audit to ascertain that the
evidence supports the auditor’s significant
conclusions and judgements. The auditor
should obtain sufficient, competent and
relevant evidence to support a reasonable
basis for his’her conclusions. CAM Section
4-400 contains detailed guidance for the
preparation, format, contents and retention
of audit working papers.

(6) Communication of Audit Results.
Audit reports are the principal means of
communicating the audit results to our
customers. Auditors must exercise due
professional care in preparing, reviewing,
and processing reports to provide reason-
able assurance that the reports are accurate,
complete, clear, and prepared in accor-
dance with the GAGAS reporting stan-
dards. CAM Chapter 10 contains detailed
guidance for the preparation and distribu-
tion of DCAA audit reports.

c. Consultation Policies and Proce-
dures.

The auditor is responsible for obtaining
sufficient evidence to express an opinion.
Since the advice of technica specialists can
constitute a significant part of this evidence,
auditors must first recognize when areas of
an assignment extend beyond their expertise
and then obtain assistance from individuals
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who have the skills needed to evaluate those
areas. CAM Appendix D contains detailed
guidance on assessing the need for technical
specidist assistance, requesting technica
assistance and reporting the use of the assis-
tance. When specidists are used, the auditor
is responsible for satisfying himself or her-
sdf as to their professional qualifications
and reputation by inquiry or other proce-
dures. Refer to AICPA Standards of Fed
Work, AU Section 336 (SAS 73), “Using
the Work of a Speciaist,” for this and other
considerations in determining the need for
consultation.

(1) Sources for Consultation. DCAA
auditors may consult with either specialists
in a particular field or auditors with spe-
cialized experience and training. This in-
cludes personnel with specialized technical
skills who are assigned to government pro-
curement activities and to attorneys as-
signed to the Defense Lega Services
Agency. Other sources include DCAA
employees assigned to Headquarters, Re-
gional Offices, and Field Audit Offices
(FAOs). An example of a Headquarters
source is the Technical Support Branch
(see below), whose employees have spe-
cialized experience and training in such
areas as information systems, computer
assisted audit techniques, and quantitative
methods. To further support the audit mis-
sion, reference libraries with assorted tech-
nicl and professional publications and
other material are maintained in accor-
dance with DCAAR 5000.1. New audit
approaches, guidance, and techniques are
investigated, developed, and implemented,
as required, through research and evalua-
tion conducted by Headquarters and Re-
giona Offices.

(2) Technical Support Branch (OTST).
The OTST has been specificaly estab-
lished under the DCAA Assistant Director,
Operations, to operate as a focal point for
applications research and development
activities, and as a source of expertise
which is available to field elements en-
gaged in both traditional audits and nontra-
ditional audits. Staffed by computer spe-
cialists, engineers, CPAs, and other profes-
sionals having the expertise needed to
support DCAA’s mission, the OTST pro-
vides assistance in the areas of advanced
information systems, computer assisted
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audit techniques (CAAT), operations au-

dits, and special programs.

(3) Requests for Consultation.
DCAA'’s goal is to minimize the number
of reports in which auditors have to ex-
press a qualified audit opinion because of
a lack of specialized knowledge or skills.
DCAA'’s evauations of price proposals
frequently require specialized technical
assistance from the cognizant procure-
ment or contract administration activities.
Therefore, with few exceptions, requests
for this type of assistance are routinely
handled. That is, when determined neces-
sary, they are made orally or in writing to
the cognizant servicing activity (9-103.1).
With regard to requests for technical as-
sistance to perform an incurred cost audit
or operations audit, it is DCAA policy
that the auditor will request the assistance
from the contract administration activity
responsible for the contractor being au-
dited (2-202a). Requests for speciaized
assistance from Regional Offices, Head-
quarters, or from the Defense Legal Ser-
vices Agency are accomplished through
Regional Office channels.

(4) Results of Consultation. The results
of a technical review performed by a spe-
ciaist are expected to be sufficiently de-
tailed for the auditor to satisfy his or her
reporting requirements and to include in a
final consolidated audit report. To ensure
that the results are correctly reported, the
auditor must:

e examine them in light of al known
facts,

e understand the methods and assump-
tiogs used by the technical specialist,
an

 attain assurance that the technical find-
ings are appropriately applied in rela
tion to the contractor’s financial repre-
sentations.

Where the results do not appear to be
correct or complete, the situation is dis-
cussed with the specidist, and any remain-
ing significant differences of opinion are
elevated to the Regional Office. Issues that
cannot be resolved by the Regions are for-
warded to Headquarters in a timely man-
ner. Especialy difficult accounting or cost
principle issues that cannot be answered
using existing regulations and reference
sources are referred by Headquarters to the
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responsible authoritative body for clarifica-
tion or other appropriate action. All appro-
priate files documenting the resolution of
any significant differences of opinion are
required to be maintained for reference and
research purposes.

2-S103.5 Monitoring

a. Objective.

To provide reasonable assurance that
the policies and procedures established by
DCAA for each of the elements of quality
control described above are suitably de-
signed and are being effectively applied.
Monitoring involves an ongoing consid-
eration and evaluation of the:

» relevance and adequacy of DCAA’s
policies and procedures,

» appropriateness of DCAA’s guidance
materials,

» effectiveness of professional devel-
opment activities; and

» compliance with DCAA’s policies and
procedures, including appropriate
follow-up of quality related issues.

b. Policies and Procedures.

(1) Genera. Direct responsibility for
quality control in all audit and resource
management functions is vested in the line
and staff managers and supervisors at al
levels of DCAA. As stated above, the Ex-
ecutive Officer is responsible for preparing
the Director’s annual statement certifying
that DCAA’s system of internal accounting
and administrative control provides a rea-
sonable assurance that management con-
trols are in place and operating effectively
as required under the Federa Managers
Financia Integrity Act (FMFIA). As re-
ported through the FMFIA process, the
Executive Officer monitors tests of critical
management controls performed by others
and advises the Director and Deputy Direc-
tor on any sensitive matters disclosed by
quality or management control reviews. In
addition, the Special Assistants to the Re-
giona Director coordinate periodic man-
agement control reviews in accordance
with FMFIA.

(2) Relevance and Adequacy of
DCAA'’s Policies and Procedures. Quality
control review planning considers the uni-
verse of all audit and resource management
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functions at all organizational levels. Areas
for review are prioritized on the basis of
periodic full-scale vulnerability assess-
ments, supplemented by data monitoring at
the Headquarters level and continual input
of any other indicators from any source.

The assessments consider the coverage and

results of external audits and oversight

reviews such as those by the General Ac-
counting Office; the Department of De-
fense; Office of the Inspector Generd;

Office of Personnel Management; the In-

formation Security Oversight Office; the

Office of the Secretary of Defense; and the

Office of Government Ethics, to avoid

duplication. Depending on its nature, the

area to be reviewed may be covered by:

e onsite visits to lower-tier offices by
Headquarters or Regional Office pro-
gram managers or functional special-
ists;

» fact-finding by cognizant line or func-
tional staff managers or supervisors
using such tools as centrally directed
survey instruments and checklists for
gauging audit performance;

Headquarters desk reviews of sample
transaction/event packages called in
from Field Audit Offices (for example,
audit reports or working papers);

» onsite review of internal systems by
DCAA specidists who normally sup-
port our contract audit function, such
as T staff; or

* review by peers from outside the or-
ganization being reviewed, including
outside DCAA if required.

The quality control program provides

timely feedback to all levels of manage-

ment on the state of compliance with the

Agency’s objectives, policies, and proce-

dures. It also provides appropriate focal

points for tracking the implementation of
corrective action plans established by
management to address issues of non-
compliance disclosed by external reviews
or internal quality control activities. All
significant review results and associated
plans affecting Agency-wide operations
are reported to the Agency’s Executive

Steering Committee (see Organization

above).

(3) Appropriateness of DCAA’s Guid-
ance Materials. DCAA produces and main-
tains a substantial amount of audit guid-
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ance, audit management guidance, and
administrative guidance in the form of
regulations, instructions, manuals, pam-
phlets, and memoranda. DCAA'’s guidance
publications/issuances are routinely posted
to and readily accessible on the Agency’'s
Intranet. DCAA’s Headquarters, regional,
and Field Detachment staffs continually
assess the need for new or revised guid-
ance. For example, the Auditing Standards
Division (PAS) of the Headquarters Policy
and Plans Directorate posts changes to the
Agency’s Contract Audit Manua and
republishes the Manual on a semi-annua
basis. On a quarterly basis, PAS updates
and reissues DCAA’s standard audit pro-
grams, standard working papers, and pro
forma audit reports. The impetus for up-
dating and reissuing guidance at DCAA
comes from many sources including the
issuance of new professiona standards,
decisions of DCAA’s Executive Steering
Committee, routine work of the Headquar-
ters and regional staff personnel, feedback
from regiona and field office staff, and the
management determinations to correct
noncompliant practices reported by internal
and external reviewers.

(4) Effectiveness of Professional De-
velopment Activities. The Defense Con-
tract Audit Institute (DCAI) is responsible
for managing the Agency’'s professional
development and training program. The
DCAI staff evaluates on an ongoing basis
the effectiveness of the Agency’s profes-
sional development program (For addi-
tiona information on DCAI’s monitoring
procedures see the Professional Develop-
ment section under the Personnel Man-
agement quality control element above).

(5) Compliance with GAGAS and
DCAA’s Audit Policies and Procedures
and Follow-up of Quality Related Issues.
Compliance is monitored on a daily basis
by regional staff personnel, field audit of-
fice (FAO) management, and the members
of the participative work teams at the indi-
vidual FAOs. The QA organization within
DCAA (see Organization above) assesses
the state of auditor compliance on com-
pleted audit assignments. It does this by
performing:

* QA-related review projects on both an
Agency-wide and regional basis; and
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+ continuous rounds of internal reviews
that follow the guidelines and use the
checklists adapted from the Presi-
dent's Council on Integrity & Effi-
ciency (PCIE) External Quality Re-
view Guide.

The objectives of the PCIE-based reviews

areto:

» Evauate the effectiveness of DCAA’s
quality control system as it relates to
the selected audits and determine
whether the FAOs and audits satisfac-
torily complied with the applicable
GAGAS and Agency policies;

» Identify the Agency’'s audit policies, or
elements thereof, that contribute to
specific instances of noncompliant ac-
tivity disclosed by the review;

* Identify the areas where improvements
are needed in the level of FAO com-
pliance with the GAGAS and DCAA’s
related audit policies; and

» Significantly facilitate the implementa-
tion of Agency-wide process im-
provements.

A key component of monitoring is timely

and effective follow-up of action taken by

DCAA'’s audit and policy management to

address/correct quality related issues

identified by other elements of DCAA’s
quality control system. Timely and effec-
tive follow-up often involves the need for
new or enhanced Agency policies and
procedures, as well as the development
and implementation of corrective action
plans by Regiona management (i.e. Re-
giona Directors, Regional Audit Manag-
ers, FAO Managers, or Supervisors) to
address specific issues or deficiencies.
Headquarters Policy and Plans Directorate
is responsible for revising Agency poli-
cies and procedures when inadequacies in
guidance are identified. When deficien-
cies are identified in the level of field
auditor compliance with policies and pro-
cedures or government auditing standards,

Regional management is responsible for

developing appropriate corrective action

plans to address the deficien-
cies/noncompliant practices. Regional
management is also responsible for:

e assuring that the corrective actions are
implemented in a timely and effective
manner, and
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» following-up on the actions taken on
an “as needed” basis to assure that
they achieve the intended results.

One of the tools available to regiona
management to monitor working paper
compliance with GAGAS and Agency pol-
icy is the DCAA Quality Checklist for Re-
view of Audit Working Papers. This check-
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list can be used for the purposes of auditor
self-assessment, a peer review, or a super-
visory review of the audit working papers.
The checklist is maintained by Headquar-
ters — PQA, and can be found in the APPS
and in the DIIS.

2-5104 ADMINISTRATION OF DCAA’SQUALITY CONTROL SYSTEM

a. Objective.

To provide reasonable assurance that
the Agency’s quality control system
achieves its objectives. In so doing, ap-
propriate consideration must be given to
the:

e assignment of quality control respon-
sibilities,

* means by which quality control poli-
cies and procedures are communi-
cated, and

» extent to which the Agency’s policies
and procedures and compliance
therewith should be documented.

b. Policies and Procedures.

(1) Assignment of Responsibilities. All
quality control procedures discussed above
are designed and maintained by the staff
elements of DCAA’s Headquarters, re-
gions, or Field Detachment. All employees
are responsible for complying with the
procedures.

(2) Communication of Quality Control
Policies and Procedures. The Agency’'s
quality control policies and procedures are
contained in various Agency publications,
including the DCAA Charter, Instructions,
Manuals, and other DCAA directives. Most
Agency publications are contained on the
DCAA intranet and are accessible to all
auditors. The mgjority of the quality con-
trol procedures are contained in the CAM.
The CAM is updated and republished on a
semi-annual basis, is available on the
DCAA Intranet and a copy is provided to
each auditor.

(3) Documentation of DCAA's Quality
Control Policies and Procedures. A strong,
well-documented internal quality control
system has been in place within DCAA
since its inception. Key elements of the
system are described throughout this man-
ual and summarized in this section. The

system is further documented in the

Agency's charter, regulations, instructions,

personnel management manual, etc. The

agency also documents its system of qual-
ity control for the Department of Defense,

Inspector General (DoDIG) through com-

pletion of the form entitled (DCAA’s) Au-

dit Quality Control Policies and Proce-
dures. The form is part of the President’s

Council on Integrity & Efficiency (PCIE)

External Quality Control Review Guide.

The attention given to improving the
Agency's quality system and its documenta-
tion over the years is evidence of the
strength of the system. The Agency's im-
plementation of the Federa Managers
Financia Integrity Act (FMFIA) and re-
lated DCAA internal management control
system requirements (DCAA Regulation
No. 5010.7) are key examples of the con-
tinuous improvement of the system and its
documentation. FMFIA implementation, in
particular, served to consolidate various
elements of the system and restructure the
system's documentation.

As noted under 2-S102.2.a.(1), the Ex-
ecutive Officer (DX) is responsible for
drafting the Director's annua statement
required by the Federa Managers Finan-
cia Integrity Act (FMFIA). The statement
documents that:

» The Director recognizes the importance
of management controls,

» DCAA has conducted an annual evalua-
tion of the Agency's system of ac-
counting and administrative control,
which covered the management con-
trols within that system,

» Theannua evaluation was conducted in
a conscientious and thorough manner,
and that

* The results of the annua evauation
show that the management controls are
in place and operating effectively.
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The broadly termed system of accounting
and administrative control noted in the
FMHA statement encompasses DCAA's
system of audit quality control. The enclo-
sure supporting the annua statement docu-
ments in detail the audit quality control sys-
tem and the monitoring and evauation of
that system.

(4) Documentation of Auditor Compli-
ance with DCAA's Quality Control Policies
and Procedures. As mentioned above, the
enclosure supporting the annua FMFA
statement documents in detail the monitor-
ing and evaluation of DCAA's audit quality
control system. It covers the monitoring and
evauation done by regiona management
and staff personnel and by the management
and personnel assigned to the various Head-
guarters elements. The Assistant Director for
the Headquarters Policy and Plans Director-
ate hasthe greatest responsibility for:

e assuring that Agency auditors are
performing audits in accordance with
the GAGAS, and
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» documenting the Directorate's work that
provides the appropriate level of assur-
ance.

The Policy Directorate fulfills its respon-

sibilities through the work of its Divisions

(see Organization above) and staff of

program managers, and through the gen-

era management and oversight of

DCAA's Quality Assurance (QA) func-

tion.

The management and oversight of the
QA function and the documentation of
the Agency's QA review efforts are ac-
complished through the Policy Director-
ate's Quality Assurance Division in the
manner outlined above under Organiza-
tion — Quality Assurance and Monitoring
-- Compliance with GAGAS and DCAA’s
Audit Policies and Procedures. The
documented results of the QA reviews are
routinely provided to the Agency's Execu-
tive Steering Committee and to its exter-
nal reviewers — the DoD Office of Inspec-
tor General.
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Figure 2-S10-1

Figure 2-S10-1
Defense Contract Audit Agency
Statement on Independence

Background: Generally Accepted Government Auditing Standards (GAGAS), Amend-
ment No. 3 addresses Auditor Independence. Section 3.11 of the Amendment states that
in al matters relating to the audit work, the audit organization and the individual auditor,
whether government or public, should be free both in fact and appearance from personal,
external, and organizational impairments to independence. Personal impairments are de-
fined in Section 3.15 and external impairments are defined in Section 3.27. These re-
quirements are discussed in detail in CAM 2-203 and 2-S10.

Instructions: This form, which documents compliance with this GAGAS standard, isto be
completed annually by all DCAA auditors and other Agency specialists providing audit
support. This form is also to be completed by newly hired auditors prior to beginning any
audit work. Individuals who are either not able to sign this statement or experience a
situation after signing where they believe their independence and/or objectivity is or may
be impaired should notify their immediate supervisor to discuss their situation. DCAA’s
Ethics Officer is aso available for consultation.

Statement: | have read and understand DCAA guidance in CAM 2-203 and 2-S10 (2-
S103.1 Independence, Integrity and Objectivity), which provide coverage of GAGAS Sec-
tion 3.15, “Personal Impairments’ and Section 3.27, “External Impairments’. | have aso
read and understand the guidance in CAM 1-800 Section 8 --- Auditor Participation on
Contractor and Government Process Action Teams (PATSs); Integrated Product Teams
(IPTs); Management Councils; and Related Streamlined Acquisition Initiatives.

| state that | have neither personal nor external impairments that will keep me from objec-
tively planning and conducting my assignment(s) and reaching independent conclusions
based on the evidence. | will reevaluate my independence whenever my assignment is
changed and whenever my circumstances change. |f changes affecting either my inde-
pendence or my objectivity occur subsequent to the completion of this form, | will
promptly notify my immediate supervisor.

Signature: Date:
Printed Name;
Supervisor’s Signature: Date:
Printed Name;
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